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The Surety’s Subrogation Rights 


George J. Bachrach 
John V. Burch 


I. The Definition and Nature of the Surety *s Subrogation Rights 


A. DEFINITION AND THEORY OF SUBROGATION IN GENERAL 


The doctrine of subrogation is deeply rooted in Anglo-American jurisprudence. Indeed, 
fewer doctrines are more firmly established than that “a surety who pays the debt of another is 
entitled to all the rights of the person he paid to enforce his right to be reimbursed.”’ As early as 
1834, it was resolutely stated that “[t]he rule . . . is undoubted, and it is founded upon the plainest 
principles of natural reason and justice, that a surety paying off a debt shall stand in the place of 
the creditor, and have all the rights which he has, for the purpose of obtaining reimbursement.” 
So entrenched is this concept that when given the opportunity to alter it, the Supreme Court said 
it refused to repudiate a principle “so deeply imbedded in our commercial practices, our economy, 
and our law...” 

Historically, subrogation has been described as the substitution of one person (the surety) 
in place of another (the creditor) with respect to the other’s lawful claim or right.* The substitution 
occurs when the surety discharges an obligation of the principal to the creditor. The surety then 
acquires the lawful claims or rights of the creditor. 

It is said that the circumstances in which subrogation may- apply are limitless.’ However, 
in understanding the definition and theory of subrogation, it is necessary to know how the surety 
is subrogated to the creditor. The surety who: completes the performance of its principal is 





1. Pearlman v. Reliance Insurance Company, 371 U.S. 132, 137 (1962), citing Hampton v. Phipps, 108 U.S. 
260, 263 (1883); Lidderdale’s Executors v. Robinson's Executor, 12 Wheat. 594, 6 L. Ed. 740 (1827); Duncan, Fox & 
Co. v. North and South Wales Bank, 6-App. Cas. 1 (H.L. 1880). See generally Sheldon, SUBROGATION § 11 (1882). 

2. Hodgson v. Shaw, 3 Mylne & K. 183, 190 (1834). roo 

3. Pearlman v. Reliance Insurance Company, 371 U.S. 132, 140 (1962). Many cases concerning the surety’s 
subrogation rights have been decided over the years. In order to provide a source with a listing of all of the cases 
describing the surety’s subrogation rights and the fundamental principles and basis behind the surety’s subrogation rights, 
the Fidelity and Surety Law Committee of the Tort and Insurance Practice Section of the American Bar Association has 
published a book entitled THE SUBROGATION DATABASE: CASES CONCERNING THE SUBROGATION RIGHTS OF THE 
CONTRACT BOND SURETY (George J. Bachrach ed., 1995) (hereinafter, “THE SUBROGATION DATABASE”). THE 
SUBROGATION DATABASE contains all of the cases concerning the subrogation rights of the surety organized in an Outline 
(Matrix) form. The Outline (Matrix) lists the significant issues concerning the subrogation rights of the surety, and 
provides a framework or structure to identify, organize and categorize all cases concerning the surety’s subrogation 
rights. : go E 
4. 73 AM. JUR. 2D, Subrogation § 1 (1974). See also Ammerman v. Miller, 488 F.2d 1285, 1298-99 (D.C. Cir. 
, 1973), Belknap Hardware & Mfg. Co. v. Ohio River Contract Co., 271 F. 144, 146 (6th Cir. 1921); Sundheim v. 
Philadelphia School District, 311 Pa. 90, 101, 166 A. 365, 369-370 (Pa. 1933). 

5. Federal Land Bank v. Goodwin, 107 Fla. 537, 145 So. 883, 885 (1933); Fenley v. Revell, 170 Kan 705, 228 
P.2d 905, 908 (1951); Wyoming Bldg. & L. Ass'n. v. Mills Constr. Co., 38 Wyo. 515,.269 P. 45, 49 (1928). 
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subrogated to the rights of the creditor and the principal. The RESTATEMENT (THIRD) OF 
SURETYSHIP AND GUARANTY (1995), §28 provides that a surety who satisfies its principal’s 
obligations to a creditor (in the RESTATEMENT, called the obligee) is súbrogated, to the extent it 
contributed to that satisfaction, in the following way: 

(a) To the rights of the obligee against the principal (in the RESTATEMENT, called the 
principal obligor); 

(b) To the rights of the obligee against other sureties; 

(c) To the interests of the obligee in property in which the obligee has no continuing 
interest; and 

(d) To the ghia of the obligee against other persons whose conduct has made them liable 
to the obligee.’ 

Comment a. to the RESTATEMENT (THIRD) OF SURETYSHIP AND GUARANTY (1995), § 27 
states that when the property of one person is used to discharge the debt of another, the person 
whose debt is discharged is unjustly enriched by the retention of the benefit conferred. 
Consequently, the person who satisfied the debt is‘ placed in the position of the obligee. 
Comment a. to § 27 goes on to say that although subrogation does not spring from contract, “it 
may be confirmed or qualified by contract [such as where the general indemnity agreement 
confirms the surety’s rights].”* Comment a. to § 27 states that subrogation “is a rule that the law 
adopts to compel the eventual satisfaction of an obligation by the one who ought to pay it.” 
Furthermore, in the suretyship context, subrogation provides a surety with all of the obligee’s 
rights “with respect to the underlying obligation as though that obligation had not been satisfied.” 


Under the common law, when the underlying debt was paid to the obligee, even if it was 
paid by the surety, the debt was treated as having been:satisfied. Thus, when the surety satisfied 
the obligations owed, the debt was legally extinguished, and the original debtor had-no further 
duties. The doctrine of equitable subrogation was developed to place the performing surety in the 
shoes of the obligee, and gave the surety all of the rights.owed by the principal and the obligee 
under the original obligation as if they were never satisfied. 

In the performance and payment bond context, Comment a. to § 27 of the RESTATEMENT 
(THIRD) OF SURETYSHIP AND GUARANTY (1995) means that the surety who performs the 
obligations of the principal under the bonded contract is subrogated to all of the rights of the 
obligee, including those rights which would arise if the principal’s construction contract had not 
been completed. Obviously, if the obligee were an owner of a construction project, it would use 
the remaining contract funds to pay,for-the completion of the project. Thus, the surety who 
completes the project is entitled to use the remaining contract funds to reimburse itself for all of 
its costs in completirig the project. ` 


6. Trinity Universal Insurance Company v. United States, 382 F.2d 317, 320 (Sth Cir. 1967); Pearlman v. 
Reliance Ins. Co., 371 US. 132 (1962); Continental Casualty Co. v. American Sec. Corp., 443 F:2d 649,652 (D.C. Cir. 
1970). 

7. RESTATEMENT (Tum) OF SURETYSHIP AND GUARANTY (1995), § 28." Seg also Pearlman v. Reliance 
Insurance Company, 371 U.S. 132, 138 (1962); Aetna Life Ins. Go.’v. Middleport; 124 U.S. 534, 548; Prairie State 
National Bank v. United States, 164 U.S. 227, 17 S. Ct. 144 (1896). See also Patrick J. O’Connor, Jr., The Surety’s 
Rights of Restitution ‘and Subrogation — Set-off Principles, in" THE IMPLICATIONS, OF THE New RESTATEMENT OF THE LAW 
THIRD, SURETYSHIP AND GUARANTY, ON SURETY BONDS AND INDEMNITY AGREEMENTS {unpliblished baper submitted | bt 
the ABA/TIPS Fidelity and Surety Law Committee program on April 18, 1996). 

8. Id. 

9. RESTATEMENT (THIRD) OF SURETYSHIP AND GUARANTY (1995), § 27, Comment a. 
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B. HISTORICAL UNDERPINNING OF SUBROGATION 


Subrogation has its origins in the courts of equity, which first recognized and applied the 
right. The nghts conferred upon the surety through subrogation are independent of contract rights 
and enforced solely to accomplish the ends of substantial justice.” In effect, subrogation is an 
equitable assignment where the surety is treated as the “assignee of the creditor, standing in his 
shoes to enforce the debt against the debtor together with any collateral held as security for the 
debt, entitled to all priorities and immunities enjoyed by the creditor.”"' 

For the contract bond surety, the application of the right of subrogation is traced in part 
to several United States Supreme Court decisions. In Prairie National Bank v. United States,” the 
court recognized a performance bond surety’s right of equitable subrogation and held that by 
exercising its subrogation rights, a performing surety could protect itself by resorting to the same 
securities and remedies that were available to the government obligee. 

Shortly thereafter, in Henningsen v. United States Fidelity & Guaranty Company,” the 
court recognized that both payment and performance bond sureties had superior claims to unpaid 
contract funds over an assignee hank. In United States v. Munsey Trust Co.," the court recognized 
a payment bond surety’s subrogation rights, but held those rights were inferior to the government 
obligee’s right to setoff its claims on an unrelated obligation owed by the principal to the 
government obligee. Finally, in Pearlman v. Reliance Insurance Company," the court held that 
a payment bond surety was entitled to unpaid contract funds over a principal’s trustee in 
bankruptcy. 

After the surety is called upon to perform its obligations, subrogation operates as a vehicle 
for.reimbursement to the surety to reduce or eliminate loss. In the construction context, the 
primary target of the surety’s subrogation claim is the unpaid contract funds and retainage held by 
the obligee. The surety may not be the only party asserting rights to these funds. Competing 
claimants may be the obligee itself, the principal, third party beneficiary claimants under the 


10. Pearlman v. Reliance Insurance Company, 371 US. 132, 138 (1962); Memphis & L.R.R. Co. v. Dow, 120 
U.S. 287, 301-302, 7 S. Ct. 482, 488, 489 (1887); Aetna Life Insurance Co. v. Middleport, 124 U.S. 534, 548 (1887). 

11. Simpson, SURETYsH?P § 47 (1950). 

12. 164 U.S. 227 (1896). This case involved the competition between a bank and a surety to retainage held 
by the government obligee. The bank asserted its claim was superior to that of the surety because its lien arose prior to 
the date of the surety’s performance. The surety argued its claim arose at the time of the contract of suretyship, which 
was prior in time to the bank’s lien. The court held that as subrogee of the government obligée, the surety was 
subrogated to the rights the government obligee might have asserted against the retainage. Because the government 
obligee could clearly appropriate the retainage despite the claim of the bank, the surety as subrogee of the government 
obligee could also do so. 

13. 208 U.S. 404 (1908). The surety was called upon to pay labor and material suppliers. The principal was 
itidebted to a bank and assigned as further security the right to receive the contract balance. The court held the surety’s 
subrogation rights arose from and related back to the date of the suretyship and were supérior to the bank who, as a 
volunteer, had no right of subrogation. 

14, 332 U.S. 234 (1947). The government obligee claimed a right to set off retainage over a surety who had 
paid laborers and found that the surety was subrogated to the rights of those it paid. Because the laborers and 
materialmen had no right to the retainage held by the government obligee, the surety could not defeat the government 
obligee’s set off rights. Further, upon the surety’s argument that it-was alsó subrogated to the rights of the government 
obligee, the court was unwilling to hold that the retainage could only be applied to the project for which the surety 
provided its bonds. . g j 

15. 371 U.S. 132 (1962). The court held that the paying surety was subrogated to the rights of the government 
obligee, the unpaid labor and material suppliers, and the principal. Because the ‘surety’s loss exceeded the amount 
retained by the government obligee, it was entitled to all of the retainage. 

421 








a Fy 














George J. Bachrach and John V. Burch 


surety’s payment bond, ‘the principal’s lender, the trustee in bankruptcy, taxing authorities, and the 
general creditors of the principal, including judgment creditors."® 


C. ESSENTIAL ELEMENTS OF SUBROGATION 


Subrogation is dependent upon the equities and the particular facts and circumstances of 
each situation.” Yet, no matter how one defines subrogation, there are certain essential elements 
present in every context in which subrogation is asserted. These are:'* 

1. The existence of an obligation of the principal to the obligee; 

2. The failure of the principal to perform that obligation; 

3. Rights in the obligee arising from the principal’s failure to perform; and 

4. The performance by the surety, pursuant to the suretyship, of the obligation that the 
principal failed to perform.'* 

The first three elements are issues of contract law. The principal’s obligations to the 
obligee arise from the contract between the parties. The principal’s failure to perform, or default, 
is determined by the acts of the principal, the contract between the parties and the rules of contract 
interpretation. The rights of an obligee arising from the principal’s failure to perform are governed 
by the contract and the law of contract damages. Finally, in order for the right of subrogation to 
exist, the surety, pursuant to the suretyship, must perform an obligation that the principal failed 
to perform. Each of these elements will be addressed more fully below. 


Il. Subrogation as Distinguished From Assignment 


Assignment is the consensual creation by an agreement between the parties of rights in 
personal property in return for valuable consideration, and is governed by Article 9 of the Uniform 
Commercial Code (the “U.C.C.”). The lien created is the creditor’s security for the performance 
of the obligation incurred by the debtor. The rights created by assignment are distinct from those 
of subrogation. Subrogation arises by operation of law and is governed by equitable principles. 

It is important to understand the difference between these two concepts because the competition 
for the contract funds-held by- the obligee often involves the subrogated surety against the U.C.C. 


16. See section V. of this chapter. : 

17. 73 Am Jur 2d, SUBROGATION § 1] (1974). ` 

18. District of Columbia v. Aetna Insurance Co., 462 A.2d 428, 430 (D.C. 1983); Daniel Mungall, Jr., The 
Subrogation Rights of the Contract Bond Surety - Some Basics, in SUBROGATION RIGHTS OF THE CONTRACT BOND SURETY 
(George J. Bachrach ed., 1990); Daniel Mungall, Jr., The Subrogation Rights of the Contract Bond Surety— A Primer 
(unpublished paper submitted at the ABA/TIPS Fidelity and Surety-Law Committee annual midwinter meeting on 
January 31, 1986). 

19. For an application of one or more of these elements, see Prairie State National Bank v. United States, 164 
U.S. 227 (1896); In re L. H. Duncan & Sons, 127 F.2d 640 (3d Cir. 1942); Continental Casualty Company v. United 
States, 169 F. Supp. 945 (Ct. Cl. 1959); Travelers Indemnity Co. v. West-Georgia National Bank, 387 F. Supp. 1090 
(N.D. Ga. 1974); National Union Fire Insurance Co. of Pittsburgh, Pa, v. United States, 304 F.2d 465 (Ct. Cl. 1962). 
California recognizes the following prerequisites to the assertion-of subrogation: (Í) payment must haye been made by 
the subrogee to protect his own interest, (2) the subrogee must not have acted as a volunteer, (3) the debt paid must be 
one for which the subrogee was not primarily liable, (4) the entire debt must have been paid, and (5) subrogation must 
not work any injustice to the rights of others. Golden Eagle Ins. Co. v. First Nationwide-Fin. Corp., 31 Cal.Rptr.2d 815 
(Cal. App. 1 Dist. 1994). 
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secured creditor.” Additionally, the contract bond surety may also avail itself of the rights 
afforded by the U.C.C. 


A. ELEMENTS OF ASSIGNMENT - UNIFORM COMMERCIAL CODE 


A valid assignment begins with an agreement creating the security interest and execution 
of a security agreement or some other act to meet the requirements of the Statute of Frauds. In 
addition, the creditor must give value for the interest, and the debtor must have rights or power to 
transfer rights in the collateral.” When these three requirements are satisfied, the security is said 
to have “attached.”” Attachment has two general consequences: first, the security interest 
becomes “enforceable against the debtor;” and second, the security interest becomes “enforceable 
against...third parties.” It is important to note that Article 9 makes a distinction between 
“attachment” and “perfection,” the latter of which helps to assure that a creditor will have superior 
rights to the collateral against the claims of other creditors upon the debtor’s default. 

The U.C.C. provides different ways a security interest may be perfected. With respect to 
accounts receivable and contract rights, the U.C.C. provides that a security interest is perfected by 
filing a financing statement.” With respect to certain kinds of collateral, such as negotiable 
documents, goods and money, possession may be used to perfect the security interest.” Finally, 
control is now recognized as a means of perfecting certain security interests such as deposit 
accounts and letter-of-credit rights.”° 

A new change under the 1998 Revised Article is to allow a security interest in instruments 
(which are defined as writings that evidence a right to the payment of a monetary obligation, e.g. 
promissory notes)?” to be perfected by filing, as opposed to the former 1972 Article, which 
permitted instruments to be perfected only by possession. Commercial tort claims are also 
perfected by filing.” These provisions for assignment and perfection of commercial tort claims are 
new, and potentially could be of great interest to a surety. A commercial tort claim is defined as 
a tort claim which arises out of the debtor’s business and, is not a personal injury claim.” This 
means that a principal’s tort claims against others such as design professionals, accountants and 
lenders can be assigned to and perfected by the surety in the general indemnity agreement. 

In almost all instances, the surety’s primary interest is in the remaining contract funds 
which, under the U.C.C., are called “accounts.”*° Rights to an account are perfected when the 


20. See section V.B.4. of this chapter. 

21. U.C.C, Rev. Art. 9-203 (1998). (U.C.C. 9-203 (1972)) Comment 6 to Rev. 9-203 (1998) explains that the 
phrase “or the power to transfer rights in the collateral to a secured party” recognizes that a debtor may have the power 
to transfer greater rights than the debtor has. Revised Article 9, which was adopted by the National Conference of 
Commissioners on Uniform State Laws in the summer of 1998, will be effective beginning July 1, 2001. As this chapter 
is being prepared, Revised Article 9 has been adopted by less than half of the states. However, because the authors 
anticipate that by the time this chapter is published Revised Article 9 will have been adopted by a number of more states, 
our discussion of Article 9 in this chapter will refer to the sections of Revised Article 9. Footnotes will refer the reader 
to the cited section of both the Revised Article 9 (1998) and Article 9 (1972). 

22. U.C.C. Rev. Art. 9-203 (1998) (U.C.C. 9-203 (1972)). 

23. Id. 

24. U.C.C. Rev. Art. 9-310 (1998) (U.C.C. 9-302 (1972)). 

25. U.C.C. Rev. Art. 9-313 (1998) (U.C.C. 9-304 (1972)). 

26. U.C.C. Rev. Art. 9-314 (1998) (Substantially new; derived in part from U.C.C. 9-115(4) (1972)). 

27. U.C.C. Rev. Art. 9-102(a)(47)(1998) (U.C.C. 9-105 (1972). 

28. U.C.C. Rev. Art. 9-308, 9-310 (1998). 

29. U.C.C. Rev. Art. 9-102(a)(13)(1998). 

30. U.C.C. Rev. Art. 9-102(a)(2) (1998) (U.C.C. 9-106 (1972). - 
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security agreement is signed?" and a U.C.C. form-1 (a financing statement) is properly recorded.” 
A security interest in cash, such as money in the principal’s bank account, is perfected by 
control.? Since most general indemnity agreements give the surety a secured interest in the 

contract proceeds, the surety’s rights become enforceable when it records a U.C.C. form-1 
incorporating the terms of the general indemnity agreement. 

Once a valid security agreement exists and the interest is perfected, the secured creditor 
is poised to take possession of the collateral upon the debtor’s default. However, two or more 
perfected secured creditors may claim an interest in the same collateral. In this situation, timing 
becomes an important element of perfection because the competition between perfected secured 
creditors is determined generally by which secured creditor perfected its interest first.” The U.C.C. 
recognizes the priorities of those security interests that are perfected and unperfected as well as 
those creditors with rights that arise outside of the U.C.C. These include. lien creditors (which 
include the trustee in bankruptcy), bona fide purchasers for value, buyers of goods,” and the 
surety’s subrogation rights.*° 


B. SURETY’S ASSIGNMENT RIGHTS 


| Sureties frequently take advantage of the assignment rights created by the U.C.C. by 
incorporating into their general indemnity agreement the transfer or assignment of the principal’s 
rights to the contract funds upon the happening of an event such as a claim or the principal’s 
default on a bonded project. The assignment may also include personal property of the principal 
such as tools, equipment, inveritory of materials, and rights of action against subcontractors, 
suppliers and their sureties. If the general indemnity agreement acts as a security agreement and 
the principal defaults, then the surety who perfects its U.C.C. security interest may foreclose upòn 
the collateral (the contract funds, the tools, equipment, and other personal property of the principal) 
in the sáme manner as any other secured creditor. The surety may also perfect a security interest 
in the principal’s personal property through a separate security agreement against specific 
collateral as a result of a demand for exoneration made against the principal pursuant to the general 
indemnity‘agreement or an agreement by the surety to finance the principal’s performance of the 
work covered by ‘the bonded contracts. 

The surety as assignee is empowered with the same rights as any other creditor with a 
security interest in the personal property. It is subject to the same rules for creation of the security 
interest, perfection and the priorities among competing creditors. 

C. COMPARISON BETWEEN ASSIGNMENT RIGHTS AND THE SURETY’S ~ 
SUBROGATION RIGHTS : 





31. U.C.C. Rev. Art. 9-203 (1998) (U.C.C, 9-203 (1972)) : 

32. U.C.C. Rev. Art. 9-310 (1998) (U.C.C. 9-302 (1972)). 

33. U.C.C. Rev. Art. 9-314 (1998) (Substantially new; derived’in part from U.C.C. 9-115(4) (1972)). 

34. U.C.C. Rev. Art. 9-322 (1998) (U.C.C. 9-312) (U.C.C. 9-312 (1972). 

35. See U.C.C. Rev. Art. 9-323 (1998) (U.C.C. 9-301 (1972)), Rev. Art. 9-3317(1998) (U.C.C. 9-309 (1972)), 
Rev. Art 9-320 (1998) (U.C.C. 9-307 (1972)). 

36. National Shawmut Bank of Boston v. New Amsterdam Casualty Co., 411 F.2d 843 (1st Cir. 1969); 
Transamerica Ins. Co. v. Barnett Bank of Marion County, N.A., 540 So.2d 113 (Fla. 1989); Finance Co. of America v. 
United States Fid. & Guar. Co., 277 Md. 177, 353 A.2d 249-(1976). 
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Subrogation is distinctly different from the assignment rights created by virtue of an 
agreement and governed in accordance with the U.C.C. Subrogation i is governed by equity and 
arises by operation of law, not the provisions of an agreement.”” 

Subrogation is characterized as an “equitable” assignment to the surety of the rights, liens, 
security, causes of action and other advantages of the principal, creditor or obligee. In the 
lariguage of the U.C.C., subrogation is an unrecorded interest. Despite being unrecorded, however, 
the subrogated surety ‘has powerful rights to assert. Because the principal may often make a 
U.C.C. assignment of its accounts and contract funds to its lender who perfects its security interest 
long before’a claim against the surety’s bonds occurs, there often is compétition for the contract 
funds between a secured creditor and a subrogated surety. In deciding this dispute, the surety’s 
subrogation rights are not a “security interest” to be determined by the U.C.C.* Therefore, the 
U.C.C.’s priority rules are inapplicable. Under varying circumstances which will be explored in 
depth later in this’chapter, the surety’s subrogation rights defeat the rights asserted by the secured 
creditor perfected under the U.C.C. 


Ill. Factors Relating to the Maturity and Operation of the Surety’s 
Subrogation Rights 


A. CONDITION PRECEDENT NO. 1 - THE NECESSITY OF 
DEFAULT BY THE PRINCIPAL 


In most construction contracts, the principal’s failure to perform is called a default. The 
principal’s default is at the heart of the surety’s subrogation rights because default triggers the 
surety’s performance of its bonded obligations.” Without the principal’s default, the surety 
performs as a “volunteer”, and performance in that capacity does not provide the foundation 
necessary for subrogation.*° 


Before the surety can be compelled to perform, the principal must be in default.*' In 
general terms, default is the principal’s failure to do that which it is obligated to do. Default 
typically is a fact issue that often defies a bright line analysis and depends upon the particular 
circumstances of each case. 


37. In re J.V. Gleason Co., 452 F.2d 1219 (8th Cir. 1971); National Shawmut Bank of Boston v. New 
Amsterdam Cas. Co., 411 F.2d 843 (1st Cir. 1969); Transamerica Ins. Co. v. Barnett Bank of Marion Co., N.A., 540 
So.2d 113, 116 (Fla. 1989); United States Fid. & Guar. Co. v. First State Bank, 208 Kan. 738, 494 P.2d 1149 (1972). 

38. Jacobs v. Northeastern Corp., 416 Pa. 417, 206 A.2d 49, 55 (1965); National Shawmut Bank of Boston 
v. New Amsterdam Casualty Co., 411 F.2d 843, 847 (1st Cir. 1969); Argonaut v. C&S Bank of Tifton, 140 Ga. App. 807, 
812-813, 232 S.E.2d 135 (1976); Transamerica Ins. Co. v. Barnett Bank of Marion County, 540 So.2d 113 (Fla. 1989). 

However, in Transamerica Premier Ins. Co. v. United States, 32 Fed. Cl. 308, 313 (1994), the court stated that “contract 
funds in the hands of the obligee are viewed as security or ‘collateral’ to which the surety can turn to cover any losses 
that may be incurred should’the principal obligor (the contractor) default on the underlying Obligation and the surety be 
required to pay out under its bond.” 

39: RESTATEMENT (THIRD) OF SURETYSHIP AND GUARANTY (1995), § 27, Comment c. William M. Dolan, III, 
The Contractor's Default as a Condition Precedent to the Contract Bond Surety's Right of Subrogation (“Out of the 
Darkness and Into the Light”), in SUBROGATION RIGHTS OF THE CONTRACT BOND Surety (George J. Bachrach ed., 1990). 

40. National Shawmut Bank of Boston v. New Amsterdam Casualty Co., 411 F. ae 843 (ist Cir. 1969); 
Anderson v. United States, 97 Ct. Cl. 545 (Ct. Cl. 1942). 

41. First Alabama Bank of Birmingham v. Hartford Accident & Indemnity Company, 430 F. Supp. 907, 911- 
12 N.D. Ala. 1977); Fidelity & Deposit Co. of Maryland v. United States, 393 F.2d 834, 837 (Ct. Cl. 1968); In re Ram 
Construction Company, Inc., 32 B.R. 758, 760 (Bankr. W.D. Pa. 1983). 
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‘Default also takes many forms. There can be a formal default declaration, but this is not 
a necessity.” All that is required is that the principal be in default as a matter of fact. The 
construction contract can define the events of default. When the contract fails to define default, 
or there has been no formal declaration of default or termination, the material breach concept is 
often used to determine the existence of default.” A material breach is the failure to perform by 
one party to the contract that discharges the other party’s duty to perform.“ The material breach 
concept is important because it fleshes out varying degrees of non-performance and pinpoints 
when a failure to perform constitutes a default. Without a default, the right of subrogation cannot 
arise.“ ; 

In order to find default, one must look to the obligations of the principal. The principal’s 
default may arise out of the underlying construction contract, such as the principal’s abandonment 
or repudiation of the construction contract with the obligee. Default may arise out of the 
performance bond.“ This also may take the form of an abandonment or repudiation by the 
principal. Default may arise out of the payment bond by the principal’s failure to pay 
subcontractors or suppliers.” 

The effect of default is two-fold. First, it triggers the surety’s performance of its 
obligations under the bonds. Second, it acts as the foundational support for the surety’s assertion 
of its subrogation rights. Until default, the surety has no obligation to begin performance under 
its bonds and, therefore, cannot avail itself of any of the rights which subrogation provides.” 


B. CONDITION PRECEDENT NO. 2 - THE NECESSITY OF 
PERFORMANCE BY THE SURETY 


42. “It is not necessary that there be a formal declaration of the contractor’s default. All that is necessary for 
the surety to prevail is that the contractor be in default as a matter of fact; and that as a result of such default, the surety 
has become obligated to pay under its payment or performance bond.” Fidelity and Deposit Co. of Md. v. United States, 
393 F.2d 834, 837 (Ct. Cl. 1968); Royal Indemnity Company v. United States, 371 F.2d 462 (Ct. Cl. 1967); First 
Alabama Bank of Birmingham v. Hartford Accident & Indemnity Company, 430 F. Supp. 907, 911-12 (N.D. Ala. 1977); 
Travelers Indemnity Co. v. West Georgia National Bank, 387 F. Supp. 1090, 1093 (N.D. Ga. 1974). 

43. Fidelity & Casualty Company v. Dykstra, 208 F. Supp. 717, 722 (D. Minn. 1962); Fidelity & Deposit 
Company of Maryland v. Scott Brothers Construction Co., 461 F.2d 640, 643 (5th Cir. 1972); Atlantic Refining Company 
v. Continental Casualty Company, 183 F. Supp. 478, 482 (W.D. Pa. 1960). 

44. Fidelity & Casualty Co. v. Dykstra, 208 F. Supp. 717 (D. Minn. 1962), citing RESTATEMENT OF 
CONTRACTS §§ 274, 275. . 

45. First Alabama Bank of Birmingham v. Hartford Accident & Indemnity Company, 430 F. Supp. 907, 911- 
12 (N.D. Ala. 1977); Fidelity & Deposit Co. of Maryland v. United States, 393 F.2d 834, 837 (Ct. Cl. 1968); In re Ram 
Construction Company, Inc., 32 B.R. 758, 760 (Bankr. W.D. Pa. 1983); Lacy v. Maryland Casualty Co., 32 F.2d 48, 53 
(4th Cir. 1929). 

46. In re Modular Structures, Inc., 27 F.3d 72 (3d Cir.-1994); Atlantic Refining Co. v. Continental Casualty 
Co., 183 F. Supp. 478 (W.D. Pa. 1960); Continental Casualty Company v. United States, 169 F. Supp. 945 (Ct. Cl. 
1959); In re L. H. Duncan & Sons, 127 F.2d 640 (3d Cir. 1942). 

47. Lambert v. Maryland Casualty Company, 403 So.2d 739 (La. Ct. App. 1981). 

48. Fireman's Fund Insurance Co. v. United States,421 F.2d 706 (Ct. Cl. 1970); City of Detroit v. Fidelity 
and Deposit Company of Maryland, 240 Mich. 213, 215 N.W. 394 (1927). 

49. Cotton States Mutual Insurance Company v. Citizens & Southern Bank, 168 Ga. App. 83, 86, 308 S.E..2d 
199 (1983). 
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The Surety’s Subrogation Rights 


Once the principal defaults, performance by the surety to remedy the principal’s default 
is also necessary to the surety’s assertion of its subrogation rights.” The performance necessary 
by the surety varies according to the circumstances. The performance of the surety, however, is 
always dictated by the bond that it provided to the obligee on behalf of the principal. Typically, 
the bond will incorporate the construction contract. Therefore, the performance required by the 
surety is a question of the interpretation of the bond in relation to the construction contract. 

Generally, the surety must fully satisfy the principal’s failure to perform before its 
subrogation rights can be asserted.” This still begs the question of what must be performed or paid 
by the surety in order to assert these rights. Some cases hold that the surety’s subrogation rights 
are not enforceable until the creditor’s claim is paid in full.” This means that even if the surety 
pays the penal sum of its bond, which is inadequate to cover all claims, the surety may not assert 
its subrogation rights.” The rationale is that it is inequitable to allow subrogation in a way which 
would reduce the protection of the beneficiaries of the bonds.** This provides some harsh results 
for the surety. However, exceptions do exist. Some cases hold that the requirement of full 
performance and/or payment may only be asserted by the obligee.® Since subrogation is equitable 
in Haire, some cases hold that the partially performing or paying surety may assert subrogation 
rights.*® 

As an example, one court allowed a surety to recover unpaid contract amounts, but only 
in excess of the amounts that the obligee had the right to pay for unpaid material and labor.” 
Another court found that the surety’s subrogation rights to the remaining contract funds were 
superior to unpaid suppliers who failed to timely file claims against the payment bonds.” Still 
another court allowed subrogation where the surety was clearly solvent and unpaid laborers and 
materialmen had an adequate remedy by making a claim against the payment bond.” Finally, one 
court allowed a surety to assert its subrogation rights to the contract retainage by distinguishing 
between the surety as the subrogee of the obligee as opposed to the subrogee of the principal. As 
subrogee of the obligee, the surety’s rights to the contract funds prevail over those rights of unpaid 
suppliers. The obligee has a right of set off that the surety can assert against the contract funds 
held by the obligee. As subrogee of the principal, however, the surety is obligated to pay the 
claims of laborers and materialmen. The court ultimately reasoned that the surety’s complétion 


50. RESTATEMENT (THIRD) OF SURETYSHIP AND GUARANTY (1995), § 27, Comment b. David W. Slaughter, 
The Contract Bond Surety’s Performance as a Condition Precedent to its Rights of Subrogation (“Beyond a Twiddling 
of Thumbs"), in SUBROGATION RIGHTS OF THE CONTRACT BOND SURETY (George J. Bachrach ed., 1990). 

51. Equilease Corp. v. United States Fidelity and Guaranty Co., 565 S.W.2d 125, 126 (Ark. 1978); General 
Insurance Co. of America v. State Highway Commission, 147 Mont. 450, 414 P.2d 526, 530 (1966). 

52. Fidelity & Deposit Co. of Maryland v. Hay, 9 F.2d 749, 750 (3d Cir. 1926); cert. denied, 271 U.S. 663 
(1926); Martin v. National Surety Corporation, 437 Pa. 159, 262 A.2d 672, 675 (1970); see generally 9 A.L.R. 1596, 
32 A.L.R. 568, 46 A.L.R. 857, 53 A.L.R. 304391 A.L.R. 855. 

53. Covenant Mutual Insurance Company y. Able Concrete Pump, 609 F. Supp. 27, 31 (N.D. Cal. 1984); 
American Surety Co. v. Westinghouse Electric Mfg. Co., 296 U.S. 133, 137 (1935). 

54. See section V.B.3 of this chapter. 

55. R.C. Mahon Co. v. R.S. Knapp Co., 268 Mich. 67, 255 N.W. 453 (1934). . 

56. See generally Martin v. National Surety Corp., 437 Pa. 159, 262 A.2d 672 (1970); United States Fidelity 
& Guaranty Co. v. Sweeney, 80 F.2d 235 (8th Cir. 1935); Corn Construction v. Aetna Casualty & Surety Co., 295 F.2d 
685 (10th Cir. 1961); United Pacific Insurance Co. v. United States, 319 F.2d 893 (Ct. Cl. 1963). * 

57. Fidelity & Deposit v. Hay, 9 F.2d 749 (3d Cir. 1926), cert. denied., 271 U.S. 663 (1926). 

58. General Acrylics v. United States Fidelity & Guaranty Co., 623 P.2d 839 (Ariz. Ct. App. 1980). 

59. United Pacific Insurance Company v. United States, 319 F.2d 893 (Ct. Cl. 1963). 
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of the contract and full tender of its payment bond penalty satisfied all of the surety’s obligations 
and entitled it to the retainage as the obligee’s subrogee.” 

Under similar equities, some courts have been willing to grant subrogation rights to the 
surety where the surety fully performs with réspect to the performance bond, but only partially 
performs with respect to the payment bond.®' For instance, despite the surety’s failure fo pay a 
subcontractor’s entire claim, the court allowed reimbursement from the government obligee where 
recovery was conditioned upon the surety’s payment of the remainder of the claim.” Further, even 
in the situation where there is no performance or payment by the surety, the equities of a situation 
may allow the surety to assert its subrogation rights.” 


C. PERFORMANCE BY THE SURETY IN DISCHARGE OF ITS BOND OBLIGATIONS 


Regardless of the performance undertaken by the surety, it is absolutely essential that the 
performance be in discharge of a legal obligation that the surety owes to the obligee or some other 
third party.” Put another way, the surety must perform “under compulsion of the surety bond.”© 
The surety that performs outside of its bonded obligations is a volunteer for which no rights of 
subrogation are available. Conversely, the surety that performs pursuant to its bond obligations 
is not a volunteer and is entitled to assert its subrogation rights.” 


D. THE RELATION BACK CONCEPT 


In the competition for the contract funds, the questidn arises as to when the surety’s 
subrogation rights accrue and become enforceable against the claims of other parties. Many cases 
hold that the surety’s subrogation-rights arise at the time’ ofthe execution ofthe suretyship.™ 
Although the surety’s subrogation rights are not availablé and enforceable until all of the essential 
elements and conditions precedent are met, the right relates back to the time of the execution of 


G 3 2 ‘ at * 


60. Covenant Mutual Insutance Company v. Able Concrete Pump, 609 F. Supp. 27 (N.D. Cal. 1984). 

61. Fidelity & Deposit Co. v. Hay, 9 F.2d 749 (3d Cir. 1926); American Fidelity Fire Ins. Co. v. United States, 
513 F.2d 1375 (Ct. Cl. 1975). 

62. American Fidelity Fire Ins. Co. v. United States, 513 F.2d 1375 (Ct. Cl. 1975); International Fidelity Ins. 
Co. v. United States, 25 Cl. Ct. 469 (1992); Fireman’s Fund Ins. Co. v. United States, 421 F.2d 706 (Ct. Cl. 1970). 

63. In re Ram Construction Company, Inc., 32 B.R. 758 (Bankr. W.D. Pa. 1983). 

64. National Shawmut Bank of Boston v. New Amsterdam Casualty Co., 411 F.2d 843, 848 (1st Cir. 1969); 
United States Fidelity & Guaranty Co. v. N.J.B. Prime Investors, 6 Mass. App. 455, 377 N.E.2d 440, 443 (1978); Martin 
v. National Surety Corp., 437 Pa. 159, 262 A.2d 672, 675 (1970); Maryland Casualty Co. v. City of Pittsburgh, 51 F. 
Supp. 459 (W.D. Pa. 1943); Lacy v. Maryland Casualty Co., 32 F.2d 48, 53 (4th Cir. 1929). 

65. 4 Corbin, CONTRACTS §-901. 

66. U.S.F.&G. v. N.J.B. Prime Investors, 377 N.E.2d 440, 443,(Mass. 1978); Mass Bonding & Ins. Co. v. 
Fago Construction Corporation, 82 F. Supp. 619, 622 (D. Md. 1949); Cagle, Inc. v. Sammons, 198 Neb. 595, 254 
N.W.2d 398, 403 (1977). 

67. National Shawmut Bank of Boston v. New Amsterdam Casualty Co., 411 F. 2d 843, 844 (1st Cir. 1969); 
Mass. Bonding & Ins. Co. v. Fago Construction Corp., 82 F. Supp. 619, 621-22 Q Md. +949); Henningsen v. United 
States Fidelity & Guaranty Co., 208 U.S. 404 (1908); Prairie State National Bank v. United States, 164: U.S. 227 (1896); 
Morganthau v. Fidelity & Deposit Co. of Maryland, 94 F.2d 632, 635 (D.C. Cir. 1937). X 

68. In re Larbar Corp., 177 F.3d 439 (6th Cir. 1999); Aetna Casualty & Şyrety- Company v. Harvard Trust 
Company, 344 Mass. 160, 181 N.E.2d 673, 678 (1962); United States Fidelity & Guaranty Company v. Triborough 
Bridge Authority, 297 N.Y. 31, 74 N.E.2d 226, 227 (1947); Henningsen v. United States Fidelity & Guaranty Co., 208 
U.S. 404 (1908); Prairie State "National Bank of Chicago v. United States, 164 U.S. 227 (1896); International F. idelity 
Ins. v. Ashland Lumber, 463 S.E.2d 664 (Va. 1995). 
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the suretyship. The relation back concept allows the surety to assert all the rights that were 
available to the subrogor at the time of the suretyship. The relation back concept applies to both 
performance’ bond sureties? and payment bond sureties.” 

The surety’s reliance upon the relation back concept to defeat the claims of competing 
parties to the remaining contract funds has been criticized as being “wide of the mark.””' As stated 
by ‘Mr. Mungall: 


When the contractor defaults in'the performance of its contract obligations, the owner, as a matter 
of contract law, has rights and remedies, the most obvious of which is the right to withhold his 
further performance until the contractor’s default is cured. Thus, upon the occurrence of a major 
default, there is nothing due to the contractor and it follows inexorably that no one claiming through 
the contractor has any right to contract funds. This applies to a lending bank, an assignee, an 
attaching creditor and even tax claims. . 


When the controversy over contract funds is with an adversary claiming rights derived through the 
contractor, the surety’s first position should be that there is nothing due the contractor because of 
his default and thus there is nothing which the adversary’s claim can reach. Courts indicate that the 
contractor has no property rights and no title in the contract balances; that there is no property and 
no debt due him; that he has no rights to or interest in the balances; and that he cannot assign what 
he does not have. If the contractor is not entitled to the unpaid contract funds, there is nothing 
which assignees and attaching creditors including United States tax liens may reach. (Citations 
omitted)” 


In those jurisdictions which subscribe to the relation back concept, and hold that the 
surety’s subrogation rights arise as of the time of the principal’s default and relate back fo the date 
of the suretyship, sureties may use the relation back concept to the extent that it provides “priority” 
over the claims of competing parties to the remaining contract funds. However, the real essence 
of the surety’s subrogation rights lies in the simple concept that the surety has performed its 
obligations under its bonds when the principal has failed to perform, thus leaving “no debt” due 
to the principal from the obligee and nothing that any party taking through the principal, whether 
it is an assignee, attaching creditor or tax lienor, can reach. The surety obtains the remaining 
contract funds through its rights of subrogation to those who have rights to the remaining contract 
funds to the exclusion of the competing parties. 


IV. Rights of the Parties to Which the Surety Seeks Subrogation 





69. Aetna Casualty,& Surety Company v. Harvard Trust Company, 344 Mass. 160, 181 N.E.2d 673 (1962); 
First State Bank v. Reorganized School District R-3, Bunker, 495 S.W.2d 471 (Mo. Ct. App. 1973); First Alabama Bank 
of Birmingham v. Hartford Accident & Indemnity Company, 430 F. Supp. 907 (N.D. Ala. 1977); District of Columbia 
v. Aetna Casualty & Surety Company, 462 A.2d 428 (D.C. 1983); Prairie State National Bank of Chicago v. United 
States, 164 U.S. 227 (1896). 

70. Fidelity & Deposit Company of Maryland v. United States, 393 F.2d 834 (Ct. Cl. 1968); Royal Indemnity 
Company v. United States, 371 F.2d 462 (Ct. Cl. 1967); United States Fidelity & Guaranty Company v. Tı riborough 
Bridge Authority, 297 N.Y. 31, 74 N.E.2d 226 (1947); First Alabama Bank of Birmingham v. Hartford Accident & 
Indemnity Company, 430 F. Supp. 907 (N.D. Ala. 1977); Henningsen v. United States Fidelity & Guaranty Company, 
208 U.S. 404 (1908). 

71. Daniel Mungall, Jr., The Subrogation Rights of the Contract Bond Surety - Some Basics, in SUBROGATION 
RIGHTS OF THE CONTRACT BOND Surety (George J. Bachrach, ed., 1990) at 5. 

72. Id. 
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The surety who pays under its performance bond or payment bond is subrogated to the 
rights of the obligee,” the rights of third party beneficiaries under the surety’s payment bond 


(hereinafter the “claimants”), “and the rights of the principal.” Obligees, claimants and principals 
have many rights arising under contract, at law and in equity. Upon the failure of the principal to 
perform its obligations to the obligee, and the surety’s performance of those obligations, the surety 
may step into the shoes of the obligee, the claimant and/or the principal’°to enforce whatever rights 


they-may have. The following are the kinds of rights to which the surety may be subrogated. 
A. RIGHTS OF THE OBLIGEE ' : 


The obligee has rights against the principal to which the surety may be subrogated. Those 
rights include the obligee’s rights to the remaining contract funds under the construction contract” 
as well as common law rights of setoff.”* The obligee may have claims against third parties in 
contract and tort actions. For example, the obligee may have rights and claims against design 
professionals, including architects and engineers, to which the surety may be subrogated.” Such 
claims include contract claims,” the improper certification of payments,”' the premature release 
of retainage,” negligent design,” negligent project administration,” and other claims." The obligee 
may also have claims against accountants and assignees to which the surety may be subrogated.*° 
Finally, the obligee may have claims against security provided by the principal in which the 
obligee no longer has a continuing interest.*” 


73. Framingham Trust Co. v. Gould-National Batteries, Inc., 427 F.2d 856 (1st Cir. 1970).- 

74. Pearlman v. Reliance Ins. Co., 371 U.S. 132, 83 S. Ct. 232 (1962). 

75. Henningsen v. United States Fid. & Guar. Co., 208 U.S. 404, 28 S. Ct. 389 (1908). 

76. National Shawmut Bank of Boston v. New Amsterdam Cas. Co., 411 F.2d 843 (1st Cir. 1969); In re Alcon 

Demolition, Iné., 204 B.R. 440 (Bankr. D.N.J. 1997); In re OC Piping Installations, Inc., 225 B.R. 553 (Bankr. E.D.N.Y. 
1998); In re John’s Insulation, Inc., 221 B.R. 683 (Bankr. E.D.N.Y. 1998); Transamerica Premier Ins. Co. v. United 
States, 32 Fed. Cl. 308 (1994). 

77. In re Modular Structures, Inc., 27 F. 3d 72 (3d Cir. 1994); American Fire & Cas. Co. v. First Nat'l. City 
Bank, 411 F.2d 755 (1st Cir: 1969), Continental Cas. Co. v. United States, 169 F. Supp. 945 (Cl. Ct. 1959). 

78. Merritt Commercial Sav. & Loan, Inc. v. Guinee, 766 F.2d 850 (4th Cir. 1985). 

79. James D. Ferrucci and Scott D. Baron, The Surety’s Claims Against Third Parties, in SALVAGE BY THE 
SURETY (George J. Bachrach ed., 1998); Martha Crandall Coleman, Design Professionals’ Liability for Negligent Design 
and Project Management (unpublished paper submitted at the ABA/TIPS Fidelity and Surety Law Committee annual 
midwinter meeting on January 24, 1997); Michael L. Chapman, The Liability of Design Professionals to the Surety, 20 
ForuM 591 (1985); Martin J. Andrew, Surety Recovery from the Architect or Engineer - Why Not?, 8 FORUM 570 (1973). 

80. Aetna Ins. Co. v. Hellmuth, Obatta & Kassabaum, Inc., 392 F.2d 472 (8th Cir. 1968). 

81. Peerless Ins. Co. v. Cerny & Assocs., Inc., 199 F. Supp. 951 (D. Minn. 1961); Westerhold y. Carroll, 419 
S.W.2d 73 (Mo. 1967). 

82. National Surety Corp. v. Malvaney, 221 Miss. 190, 72 So.2d 424 (1954). 

83. Miller v. DeWitt, 59 Ill. App. 2d 38, 208 N.E.2d 249 (1965). 

84. Unity Tel. Co. v. Design Serv. Co., 160 Me. 188, 201 A.2d 177 (1964). 

85. Id. 

86. Armen Shahinian and Scott D. Baron, The Surety and Fidelity Insurers’ Reliance Upon Accounting 
Professionals in Underwriting: Augmenting Salvage Prospects (unpublished paper submitted at the Seventh Annual 
Northeast Surety and Fidelity Claims Conference on October 24, 1996); Michael R. Seidl, James L. Knoll and Thomas 
A. Joyce, A Surety’s Guide for Claims Against Providers of Inaccurate Information (unpublished paper submitted at the 
ABA/TIPS Fidelity and Surety Law Committee annual midwinter meeting on January 28, 1994); Jerome M. Joseph, 
Sureties' Claims for Negligence Against Accountants, Design Professionals and Lenders, 24 THE BRIEF 16 (No. 2, 1995); 
Insurance Co. of N. Am. v. Northampton Nat'l. Bank, 708 F.2d 13 (1st Cir. 1983). 

87. Compare Allen v. See, 196 F.2d 608 (10th Cir. 1952) with Maryland Cas. Co. v. Mullett, 295 F. Supp. 875 
(W.D. Pa. 1969). 
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B. RIGHTS OF THE CLAIMANTS 


Claimants may have direct claims against the obligee to which the surety may be 
subrogated. With respect to private and public contracts, there may be express provisions in the 
construction contract and the payment bond. Claimants may also have mechanics’ lien rights 
against the obligee™ and statutory trust furid rights” or stop notice/withhold/direct payment rights 
under state law’' to which the surety may be subrogated. 

Claimants may have direct claims against the principal under an express contract,” the 
payment bond,” statutory trust fund rights,” and stop notice/withhold/direct payment rights under 
state law’ to which the surety may be subrogated. Claimants may also have claims against third 
parties in contract and tort actions, such as claims against assignees” and others.” 


C. RIGHTS OF THE PRINCIPAL 


The surety is subrogated to the rights of its principal against the obligee under the 
construction contract,”* mechanic’s lien rights,” other statutory rights, ° and common law rights.’ 
To the extent that the principal has claims against third parties such as design professionals and 
others, the surety is subrogated to those rights." The’surety is also subrogated to the principal’s 
claims against its subcontractors and the subcontractors’ sureties.’ Furthermore, the surety is 
subrogated to the principal’s rights against the construction financing lender. 

As will be seen in section V below, the surety may utilize its subrogation to the rights of 
the obligee, the claimants and the principal in order to seek reimbursement from the remaining 
contract funds for losses incurred as a result of payments under the surety’s performance and 


payment bonds. In many instances, the surety must compete with the conflicting claims of other 
claimants to the remaining contract funds. 


88. Active Fire Sprinkler Corp. v. United States Postal Serv., 811 F.2d 747 (2nd Cir. 1987); In re L.H. Duncan 
& Sons, 127 F.2d 640 (3rd Cir. 1942); In re Comcraft, Inc., 206 B.R. 551 (Bankr. D. Or. 1997). 

89. Golden Eagle Ins. Co. v. First Nationwide Fin. Corp., 31 Cal. Rptr. 2d 815 (Cal. App. 1 Dist. 1994); 
William Aupperle & Sons, Inc. v. American Indem. Co., 75 Ill. App. 3d 722, 394 N.E.2d 725 (1979). 

90. Universal Bonding Ins. Co. v. Gittens & Sprinkle Enters., Inc., 960 F.2d 366 (3rd Cir. 1992). 

91. Butler v. Pacific Nat'l. Ins. Co., 375 F.2d 518 (9th Cir. 1967); In re Comcraft, Inc., 206 B.R. 551 (Bankr. 
D. Or. 1997). 

92. Segovia Dev. Corp. v. Constructora Maza, Inc., 628 F.2d 724 (1st Cir. 1980). 

93. Fidelity & Casualty Co. v. Dykstra, 208 F. Supp. 717 (D. Minn. 1962). 

94. Montefusco Excavating & Contracting Co. v. County of Middlesex, 82 N.J. 519, 414 A.2d 961 (1980). 

95. Qhio v. City of Greenfield, 528 F. Supp. 955 (S.D. Ohio 1981). 

96. American Fidelity Co. v. National City Bank of Evansville, 266 F.2d 910 (D.C. Cir. 1959). 

97. Van-Tex, Inc. v. Pierce, 703 F.2d 891 (5th Cir. 1983); Industrial Indem., Inc. v. Landrieu, 615 F.2d 644 
(5th Cir. 1980). 

3 98. Pearlman v. Reliance Ins. Co., 371 U.S. 132, 83 S. Ct. 232 (1962); Continental Casualty Co. v. American 
Sec. Corp., 433 F.2d 649 (D.C. Cir. 1970); In re Alcon Demolition, Inc., 204 B.R. 440 (Bankr. D.N.J. 1997); National 
Surety Corp. v. United States, 118 F.3d 1542 (Fed. Cir. 1997). f : 

99. Third Nat’l. Bank in Nashville v. Highlands Ins. Co., 603 S.W.2d 730 (Tenn. 1980). 

100. Dole Co. v. Aetna Casualty & Sur. Co., 269 F. Supp. 72 (D. Me. 1967).. 

101. Federal Ins. Co. v. Constructora Maza, Inc., 500 F. Supp. 246 (D. P.R. 1979). 

102. Peerless Ins. Co. v. Cerny & Assoc., Inc., 199 F; Supp. 951 (1961). 

103. Menorah Nursing Home, Inc. v. Zukov, 153 A.D.2d 13, 548 N.Y.S.2d 702 (1989). 

104. Twin City Constr. Co. v. ITT Indus. Co., 358 N.W.2d 719 (Minn. App. 1984); Fred S. Conrad Constr. 
Co. v. Continental Assur. Co., 215 So.2d 45 (Fla. App. 1968), cert. denied, 222 So.2d 749 (1969). 

431 











George J. Bachrach and John V. Burch 


V. Conflicting Priorities and Claims to the Contract Funds: The Surety's 
Subrogation Rights v. the Rights of Other Claimants Against the Remaining Contract 
Funds 


A. DEFINITIONS AND DISTINCTIONS 


1. Type of Surety 


An essential element and condition precedent to the surety's exercise of its subrogation 
rights is the failure of the principal to perform an obligation fo the obligee, thereby creating a 
default by the principal, whether in the underlying construction contract, the performance bond or 
the payment bond.!” Many cases have found no distinction between the principal's default in its 
failure to perform the work under the contract as opposed to the principal's default in its failure to 
pay the claims of laborers and materialmen." Some courts, however, attempt to define the role 
of the surety and distinguish the rights of the surety under its performance bond and the surety 
under its payment bond upon the default of the principal.” F 

A surety may perform under its performance bond in a number of ways. The surety may 
make payments to the obligeé as a result of the default of its principal, may undertake the 
completion of the contract, or may finance its principal in order to complete the contract.’ The 
surety may also be compelled’ by ‘the obligee to keep the bonded project free and clear of all 
mechanics’ liens.” Under any of these circumstances, the surety is performing under its 
performance bond obligations on behalf of thé obligee. 2 : 

A surety performing under its payment bond is normally paying claimants who have 
performed labor or supplied materials‘on the project bonded by the surety. Whether this is a valid 
distinction from the surety performing under its performance bond is questionable.!!° 


2. Type of Remaining Contract Funds 


The courts have also attempted to define the types of the remaining contract funds which 
may be in dispute. Frequently used terms are the following: " 





105. See section III.A. of this chapter. 

106. In re Modular Structures, Inc., 27 F.3d 72 (3d Cir. 1994); In re Larbar Corp., 177 F.3d 439 (6th Cir. 
1999); Transamerica Premier Ins. Co. v. United States, 32 Fed. Cl. 308 (4994); United States v. Pennsylvania Dep't of 
Highways, 349 F.iSupp. 1370(E.D. Pa. 1972); Fid. and Cas. Co. of N.Y. v. Dykstra, 208 F. Supp. 717 (D. Minn. 1962); 
Atlantic Ref. Co. v. Continental Gas Co., 183 F. Supp. 478 (W.D. Pa 1960); United States Fid. & Guar. Co. v. 
Triborough Bridge Authority, 74 N.E.2d 226 (N.Y. 1947). ‘ $ 

107.. See section V.B.1, footnotes 133 to 135 and section V.B.3, footnotes.143 and 146 ofthis chapter. 

108. Aetna,Casualty & Sur. Co. v. United States, 845 F.2d 971 (Fed. Cit. 1988); Transamerica Ins. Co. v. 
United States, 31 Fed. Cl. 532 (1994) (surety facilitated completion of the contract by tendering a completion contractor 
to the government and paying the completidr contractor to complete the work). 

109. Third Nat'l Bank in Nashville v. Highlands*Ins. Co., 603 S.W.2d 730(Tenn. 1980). ' + 

110. United States v. Munsey Trust Ço., 332 U.S. 234, 67 S. Ct. 1599 (1947) is the leading case distinguishing 
the rights of the surety performing under its_performance bond and paying undet.its payment bond. The distinction has 
been criticized. See Daniel Mungall, Jr., The'Subrogation Rights of the Contract Bond Surety « Some Basics, in 
SUBROGATION RIGHTS OF THE CONTRACT BOND SURETY (Geérge J. Bachrach ed., 1990). , See also section V.B.1, footnotes 
127 and 133 to 135 of this chapter. 
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° "Progress payments", which are those contract funds which the obligee 
periodically pays to the principal based upon satisfactory performance of the 
work," 

e "Earned but unpaid contract funds", which are those contract funds for work that 


has been performed by the principal which have not yet been paid by the obligee 
to the principal. Earned but unpaid contract funds include progress payments. 

e "Retainage", which is that portion of each progress payment that is withheld by 
the obligee under the provisions of the construction contract to ensure completion 
of the contract and payment of outstanding obligations owed to the obligee. 

° "Extras", "claims", and "bonuses", which are payments for amounts due for work 
performed by the principal beyond the scape of the original construction contract. 

Generally, the priority of the surety pursuant to its subrogation Lights against the ¢laims 

of others to the remaining contract funds held by the obligee does not depend upon the type of 
contract funds involved.. 


[T]here is no valid distinction between money held by the [obligee] which is a "retainage" and a . 
"progress-payment". In either case, thé "total fund" remaining in the [obligee]'s possession, to the 
extent the surety has obligations arising under the contract, is available to the surety.” 


For example, the surety has subrogation rights to current earned and unpaid estimates," 
retainages,''* claims," amounts due under a changed conditions clause in the contract, "f bonuses 
for early substantial completion of the contract," rebates of liquidated damages assessed by the 
contract obligee,''* and the proceeds of an arbitration award resulting from the obligee’s wrongful 
termination of the princjpal’s right to perform the contract.'? As discussed below, there are 
instances where the courts have drawn distinctions between the various types of remaining contract 
funds. For the purposes of this chapter, all contract funds held by the obligee at the time the surety 
asserts its subrogation rights are referred to collectively as the "remaining contract funds". 


B. SPECIFIC CONFLICTS BETWEEN THE SURETY AND 
OTHER CLAIMANTS TO THE REMAINING CONTRACT FUNDS 


Once the essential elements and conditions precedent to the surety's subrogation rights 
arise, the surety is subrogated to the rights of the -obligee; third party beneficiaries under the 
paymeiit bond, ahd the’ principal.’”° In competing with'the @laims of others to the remaining 
contract, funds, the surety may utilize its subrogation rights to-the rights of others to obtain priority 
in the payment of. the remaining contract funds. The disputes and their resolution arise in 





111. In re Glover Constr. Co., 30 B.R. 873, 875 (Bankr. W.D. Ky. 1983). 

112. Balboa Ins. Co. v. United States,'775 F.2d 1158, 1163 (Fed. Cir. 1985). 

113. Lacy y. Maryland Cas. Co., 32 F.2d 48 (4th Cir. 1929). 

114. Pearlman v. Reliance Ins. Co.,371 U.S. 132, 83 S. Ct. 232 (1962). 

115. In.re Alliance Properties, 104 B.R. 306 (Bkrtcy. S.D. Cal. 1989). 

116. In re Dutcher Constr. Corp., 378 F.2d 866 (2nd Cir. 1967). 

117. Aetna Cas. & Surety Co. v. Port of New York Authority, 182 F. Supp. 671 (S.D.N.¥. 1960). 

118. Transamerica Ins. Co. v. United States, 31 Fed. Cl. 532 (1994) (surety can assert claim to contract 
balance as of the time the surety notified.the government of the principal’s default, and challenge the government’s 
subsequent assessment of liquidated damages); In re Cummins Const. Corp., 81 F. Supp. 193 (D. Md. 1948). 

119. In re Alcón Demolition, Inc., 204 B.R. 440 (Bankr. D.N.J. 1997). 

120. Pearlman v. Reliance Ins. Co., 371 U.S. 132, 83 S. Ct. 232 (1962). 
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numerous circumstances. Described below are the kinds of claimants who seek to obtain the 


remaining contract funds in opposition to the surety performing under its performance bond or 
payment bond. 


1. Surety v. Obligee’”! . - 


¥ 


Assuming there are no other competing claimants to the remaining contract funds, a surety 
may pursue the obligee for the remaining contract funds necessary to reimburse a surety for any 
losses paid under its performance bond or payment bond. A surety is subrogated to the rights of 
its principal under the original construction’ ¢ontract.'2? The obligee, however, may have 
contractual defenses to the payment of the remaining contract funds. For example, the obligee may 
contend that it has backcharges against the principal, there are liquidated damages or other delay 
claims as a result of late performance by the principal (or the surety a$ completing contractor’), 
or damages as a result of other breaches of the construction contract. Where the surety is pursuing 
the obligee pursuant to its subrogation rights to the rights of the principal, the resolution of the 
disputes with the obligee are straight contract law issues and not suretyship issues. The surety is 
standing-in the shoes of its principal to enforce the terms of the construction contract, including 
the payment of the contract price represented by the remaining contract funds, and the obligee may 
or may not have good defenses to the payment of those remaining contract funds to the surety. 

The surety's subrogation rights do come into play when the obligee admits owing the 
remaining contract funds on the bonded contract, but attempts to reduce the contract funds to be 
paid to the surety as a result of setoffs claimed by the obligee. Two examples frequently arise. 
The obligee may attempt to setoff against the remaining contract funds amounts owed to the 
obligee by the principal on other contracts or obligations between the obligee and the principal. 
Where the surety is a performance bond surety, the obligee may not exercise its setoff rights 
against thè remaining contract funds.'** Where the surety is a payment bond surety, the obligee has 
been able to exercise its setoff rights.’”° 

A second example is the obligee that is also a government taxing authority attempting to 
setoff against the remaining contract funds certain taxes due and owing by the principal to the 
government obligee. Where the surety has acted to perform the contract and incurred losses under 





121. THE SUBROGATION DATABASE, supra-note 3 at B-18 to B-24 [Outline (Matrix) Nos. 0171-0242]; George 
J. Bachrach and Robert F. Carney, The Surety and the United States Court of Federal Claims — Revisited (unpublished 
paper submitted at the Tenth Annual Northeast Surety 4nd Fidelity Claims Conference on October 21, 1999) updating 
George J. Bachrach and Robert F. Catney, Thé Stirety'and thè United States Court of Federal Claims (unpublished paper 
submitted at the 1995 Surety Claims Institut¢’annual meeting on June 22, 1995); Patrick J. O’Connor, Jr., The Surety’s 
Rights of Restitution and Subrogation — Set-off Principles, in THE IMPLICATIONS OF THE NEw RESTATEMENT OF THE LAW 
THIRD, SURETYSHIP AND GUARANTY, ON SURETY BONDS AND INDEMNITY AGREEMENTS (unpublished paper submitted at 
the ABA/TIPS Fidelity and Surety. Law Committee program in Chicago, Il. on April 18, 1996) (section 31 of the 
RESTATEMENT (THIRD) OF SURETYSHIP AND GUARANTY (1995) and its;comments reject the doctrine articulated in U.S. 
v. Munsey Trust Co., 332 U.S. 234 (1947); Daniel Mungall, Jr., The. Buffeting of the Subrogation Rights of the 
Construction Contract Bond Surety by U.S. v. Munsey Trust Co., 46 INs. Couns: J. 607 (1979). 

122. Transamerica Ins. Co. v. Barnett Bank of Marion County, N.A., 540-So.2d 113 (Fla. 1989). 

123. Pacific Employers Ins. Co. v. City of Berkeley, 204 Cal. Rptr. 387 (1984). 

124. Security Ins. Co. of Hartford v. United States, 428 F.2d 838{Ct. Cl. 1970); United States Fid. & Guar. 
Co. v. Missouri Hwy. & Transp. Com'n., 783 S.W.2d 516 (Mo. App: 1990) {principal's obligation iñ an unrelated 
condemnation proceeding); Miller-Stauch Construction Co. v. Williams-Bungart Electric, Inc., 959 S.W.2d 490 (Mo. 
App. 1998). i 

a 125. Aetna Casualty & Sur. Co. v. United States, 526 F.2d 1127 (Ct. Cl. 1975); Guar. Co. of North America 
v. Tandy & Allen Constr. Co., 184 A.2d 426 (N.J. 1962). See also footnote 110 for commentary. 
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its performance bond, the government obligee has not been successful in setting off against the 
remaining contract funds the amounts of those taxes due from the principal.'”° However, in a case 
that has received a great deal of commentary, the government obligee has been able to setoff its 
tax claims against the remaining contract funds where the losses incurred by the surety are under 
its payment bond.'”’ 

The most frequent situation is where the obligee holds contract funds which it admits are 
due and owing to the principal, but refuses to pay them to the surety because it has received notice 
of the claims of others to the same contract funds. In this instance, the obligee is a mere 
stakeholder, having no independent interest in the contract funds. For its own protection, the 
obligee should hold onto the remaining contract funds pending a resolution of the disputes between 
the surety and the competing claimants, or the obligee may interplead the remaining contract funds 
into court, name all of the competing parties to the remaining contract funds as parties to the 
litigation, and receive a release and discharge from any further obligation with respect to the 
interpled contract funds.'** Whether the surety or one or more of the competing claimants are 
ultimately entitled to the remaining contract funds depends upon the same arguments as discussed 
throughout this chapter with respect tothe competition between the surety and one or more of the 
other competing claimants. 

At times, the obligee should have been a stakeholder with respect to the remaining 
contract funds, having no interest in the remaining contract funds. Yet, despite receiving 
conflicting claims to the contract funds from the surety and other claimants, the obligee has paid 
the contract funds to the principal, assignees/lenders, ‘and others. The surety has pursued the 
obligee as a result of the alleged wrongful paymenf, and has succeeded in having the obligee’ pay 
a second time, this time to the surety, as a result of its prior payment to the principal,’ the 
assignee/lender’® and taxing authorities other than the obligee.'*! 

There is one final issue between the obligee and the surety seeking to enforce its 





126. Security Ins. Co. v. United States, 428 F.2d 838 (Ct. Cl. 1970); Trinity Universal Ins. Co. v» United 
States, 382 F.2d 317 (Sth Cir. 1967); United States Fid. & Guar. Co. v. Missouri Hwy. & Transp. Com'n., 783 S.W.2d 
516 (Mo. App. 1990) (surety financing principal). 

127. United States v. Munsey Trust Co., 332 U.S. 234, 67 S. Ct. 1599 (1947); United States Fid. & Guar. Co. 
v. United States, 475 F.2d 1377 (Gt. Cl. 1973); Fireman's Fund Ins. Co. y. United States, 362 F. Supp. 842 (D. Kan. 
1973); Daniel Mungall, Jr., The Buffeting of the Subrogation Rights of the Construction:Contract Bond Surety by US 
v. Munsey Trust Co., 46 INS. Couns. J. 607 (1979); Daniel Mungall, Jr., The Subrogation Rights of the Contract Bond 
Surety - Some Basics, in SUBROGATION RIGHTS OF THE CONTRACT BOND SURETY (George J. Bachrach, ed., 1990). 

128. Newark Ins. Co. v. United States, 169 F. Supp. 955, 957 (Ct. Cl. 1959) ("Surely a stakeholder, caught 
in the middle between two competing claimants, cannot, in effect, decide the merits of their claims by the mere physical 
act of delivering the stake to one of them. If his position as stakeholder becomes uncomfortable, and the claimants do 
not take steps to get a judicial solution of the question, the law has provided him with an interpleader proceeding by 
which he can deposit the stake in court and walk out free of annoyance of being in the middle. "). See also section V.B. L, 
footnotes 129 to 131 of this chapter. 

129. International Fidelity Ins. Co. v. United States, 41 Fed. Cl. 706 (1998); National Surety Corp. v. United 
States, 118 F.3d 1542 (Fed. Cir. 1997); Transamerica Premier Ins. Co. v. United States, 32 Fed. Cl. 308 (1994); 
American Fidelity Fire Ins. Co. v. United States, 513 F.2d 1375 (Ct. Cl. 1975); Fireman's Fund Ins. Co. v. United States, 
421 F.2d 706 (Ct. Cl. 1970); Home Indem. Co. v. United States, 376 F.2d 890, 893-94 (Ct. Cl. 1967); National Sur. 
Corp. v. United States, 319 F. Supp. 45 (N.D. Ala. 1970); Home Indem. Co. v. United States, 313 F. Supp. 212 (W.D. 
Mo. 1970); Hanover Ins. Co. v. United States, 279 F. Supp. 851,-853 (S.D.N.Y. 1967); International Fidelity Ins. Co. 
y. United States, 25 Cl. Ct. 469 (1992); District of Columbia v.-Aetna Ins. Co., 462 A.2d 428 (D.C. App. 1983). But of. 

United States Fidelity & Guar. Co. v. United States, 475 F.2d 1377 (Ct. Cl. 1973). 

130. Great Am. Ins. Co. v. United States, 492 F.2d 821, 824-25 (Ct. Cl. 1974); Argonaut Ins. Co. v. United 
States, 434 F.2d 1362 (Ct. Cl. 1970); Reliance Ins. Co. v. Alaska State Housing Auth., 323 F. Supp. 1370 (Ak. 1971); 
Newark Ins. Co. y. United States, 169 F. Supp. 955, 957 (Ct. Cl. 1959). 

131. Home Indem. Co. v. United States, 313 F. Supp. 212 (W.D. Mo. 1970). 
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subrogation rights. During the principal's performance of the construction contract, the surety may 
be placed on notice of various claims of laborers and materialmen who have provided work or 
materials on the bonded project. Whether or not the surety has paid the claims, the surety may 
place the obligee on notice of the claims and make demand for sufficient contract furids to pay the 
claims.” The obligee, however, may want the principal to receive the progress payments in order 
to continue the performance of the contract. The courts have found that the obligee has a vital 
interest in the timély and efficient completion-of the work by the principal which allows the 
obligee broad discretion and flexibility in determining whether to withhold the progress payments 
for the benefit of the surety or to pay the progress payments to the principal to continue the 
performance of the contract.’ However, despite this discretion, when the surety has provided 
notice to the obligee that the principal is in default, the obligee has an obligation to take reasonable 
steps to determine for itself that the principal has the capacity and intention to complete the 
project.'** If the obligee pays the progress payments to the principal after notice to the obligee, the 
surety may hold the obligee liable again if the obligee has engaged in arbitrary or capricious action 
or abuse of discretion, or deliberate and fraydulent, conduct (bad faith).!*° 


2. Surety v. Principal’ 

On the rare occasion, the surety must compete for the remaining contract funds against its 
own principal. Both the surety and the principal may claim against the obligee for the remaining 
contract funds. The surety, who may have completed the work of the principal or paid bills of the 
laborers and materialmen on the bonded project, claims the remaining contract funds pursuant to 
its subrogation rights to the rights of the laborers and materialmen against the principal and to the 





132. The issue of the surety’s notice to the obligee is complex. See George J. Bachrach and Robert F. Camey, 
The Surety and the United States Court of Federal Claims — Revisited (unpublished paper submitted at the Tenth Annual 
Northeast Surety and Fidelity Claims Conference on October 21, 1999) updating George J. Bachrach and Robert F. 
Camey, The Surety and the United States Court of Federal Claims (unpublished paper submitted at the 1995 Surety 
Claims Instifute annual’meeting on June 22, 1995); Marilyn Klinger, The Surety’s Notice: What Does it Say and Does 
it Work?, in. SUBROGATION RIGHTS OF THE CONTRACT BOND SURETY (George J. Bachrach ed., 1990). In many instances, 
notice must be provided by the surety directly to the obligee, and notice from the principal’s unpaid subcontractors and 
suppliers is insufficient: Fireman's Fund Ins. Co. v. United States, 909 F.2d 495 (Fed. Cir. 1990). When notice is given 
by the surety to the obligee, and-the obligee’s role is as a stakeholder of the contract funds, and the obligee pays an entity 
other than the surety, the dblig&é fnay have topay a second time, this time to the surety. See supra notes 129 to 131. 
However, the surety does not néed to give’notice to the’obligee when the obligee is in breach of its contract with the 
principal. National Surety Corp. v. United States, 118 F.3d 1542 (Fed. Cir. 1997) (obligee paid the retainage to the 
principal in breach of the terms of the contract). 
133. United States Fidelity & Guar. Co. v. United States, 676 F.2d 622 (Ct. Cl. 1982); United Bonding Ins. 
Co. v. Catalytic Constr. Co., 533 F.2d 469 (9th Cir. 1976); United States Fidelity & Guar. Co. v. United States, 475 F.2d 
1377, 1384 (Ct. Cl. 1973); Argonaut Ins. Co. v.:United States, 434 F.2d 1362 (Ct. Cl. 1970); Fireman's Fund Ins. Co. 
v. United States, 362 F. Supp. 842 (D. Kan. 1973). 
; 134. Royal Indem. Co. v. United States, 529’F:2d 1312 (Ct. Cl. 1976); Fireman's Fund Ins. Co. v. United 
States, 362 F. Supp. 842 (D.'Kan. 1973); UnitedStates*v. Continental Casualty.Co.,.346 F. Supp. 1239 (N.D. Ill. 1972). 
135. Balboa Ins. Co. v. United States, 775-F.28 1158; 1163 (Fed::Cir. 1985) (listing eight factors considered 
by the court to be important in determining-whetlier.the obligee has exercisttl reasonable discretion«in.distributing the 
funds to the principal); Royal Indem. Co. v. United+States; 529 F.2d 1312 (Ct. C1. 1976); United Pacific Ins. Co. v. United 
States, 16 Cl. Ct. 555 (1989) (surety entitled to judgmerit against government obligee as a result of.abuse of discretion 
in releasing progress payment to principal). 
136. THE SUBROGATION DATABASE, supra note 3 at B-24 to B-26 [Outline (Matrix) Nos.'0243-0270]; In re 
Alcon Demolition, Inc., 204 B.R. 440 (Bankr. D.N.J. 1997); In re FourStar Const. Co., 151 B:R. 817 (Bankr: N.D.*Ohio 
1993). 
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rights of the obligee holding the remaining contract funds. 

Where the surety has paid labor and material claimants in excess of the’ remaining ‘contract 
funds, it is entitled to the remaining contract funds ahead of the principal.” Where the surety 
makes advances to the principal to pay for labor and materials which the principal is unable to pay 
for, the surety does not become a "volunteer" as a result of the advances because it has a legal 
obligation to perform the contract and pay claims for labor and material on the’bonded contract. 
As a result, the surety is entitled to the remaining contract funds.'** However, if the bonded 
contract is completed at a profit, the principal may be entitled to that profit and not the surety.” 


3. Surety v. Third Party Beneficiaries (subcontractors and suppliers of labor 
and material to the bonded project) (hereinafter the "claimants")'” 


In the normal course of business, claimants witli valid claims against a surety's payment 
bond will be paid by the surety. Therefore, there will be no corhpeting claims between the surety 
and the claimants for the remaining contract funds.'“! There are circumstances where potential 
claimants under a payment bond are not paid by the surety for various reasons, and the claimants 
compete with the surety for the remaining contract funds. In these instances, the claimants assert 
an equitable interest inthe remaining contract funds in order to defeat the surety's claim under its 
subrogation rights.’ 7 

Where the surety both completed the performance of the contract at a cost greater than the 
remaining contract funds, and had deposited the full amount of the payment bond with the court, 
the surety was subrogated to the rights of the government obligee to the remaining contract funds 
even though the payment bond did not fully compensate all of the claimants.” Where a claimant 
failed to file a timely Claim against the payment bond, ahd the payment bond was sufficient to pay 
the claimant's claim in full, the unpaid claimant lost any equitable interest it might have in the 
remaining contract funds. The claimant was reduced to the status of a general creditor of the 
principal, and as between the claimant and the surety, which had paid timely claims against the 
payment bond, the surety was entitled to the remaining contract funds.’ 

In other cases, however, a surety has been required to show that it fully paid the claims of 


the claimants arising out of the bonded contract before the surety can share in the remaining 
ig g £ 


-+ 


137. Continental Casualty Co. v. Americah Sec. Corp., 443 F.2d 649, 652 (D.C. Cir. 1970); Home Indem. Co. 
v. United States, 313 F. Supp. 212 (W.D. Mo. 1970); Hanover Ins. Co. v. United States, 279 F. Supp. 851 (S.D.N.Y. 
1967); In re Alcon Demolition, Inc., 204 B.R. 440 (Bankr. D.N.J. 1997); In re Four Star Const. Co., 151 B.R. 817 
(Bankr. N.D. Ohio 1993). 

138. Massachusetts Bonding & Ins. Co. v. Faķo Constr. Corp., 82 F. Supp. 619 (D. Md. 1949). 

139. United States Fidelity & Guar. Co.'v. Worthington & Co., 6 F.2d 502 (Sth Cir. 1925). 

140. THE SUBROGATION DATABASE, supra note 3 at B-26 to B-28 [Outline (Matrix) Nos. 0271-0301). 

141. United States v. TAC Construction Company, Inc., 760 F. Supp. 590, 594 (S.D. Miss. 1991). 

142. Edward Graham Gallagher, Unpaid Subcontractor’s or Supplier's Right to Payment Out of Contract 
Funds, 10 THE Constr. LAw. 9 (1990); Gordon S. Elkins, Rights of Subcontractors, Laborers and Materialmen to 
Contract Balances, 18 FORUM 695 (1983); Francisco Castro-Amy, The Contest for Contract Retainage Between the 
Surety and Suppliers Without Resource Under the Bond, 16 FoRUM:1073 (1981); Kenneth M. Cushman, Who Geis the 
Funds? Surety's Costs Exceed Retained Funds -- But Claimant Fails to Notify or Sue on Time, 11 Forum 1160 (1976); 
Relative Rights, As Between Surety on Public Work Contractor's Bond and Unpaid Laborers or Materialmen, In 
Percentage Retained By Obligee, 61 ALR2d 899 (1958). i 

143. Covenant Mut. Ins. Co. v. Able Concrete Pump, 609 F. Supp. 27, 31 (N.D. Cal. 1984). 

144. General Acrylics v. United States Fidelity & Guaranty Co., 623 P.2d 839, 844-45 (Ariz. App. 1980). 
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contract funds.™** If the surety is not required to make any payments on the performance bond, and 

pays the full penal sum of the payment bond, if the payment bond was insufficient to cover all of 

the claims of the claimants, the claimants' rights to the remaining contract funds are superior to the 

surety." p 

g Finally, a surety who pays the claims of claimants up to the full penal sum of the payment 

' bond, but did not pay all of the claims of the claimants covered by the payment bond, is 
subordinate to the rights of the claimants and may not share in an insolvent principal's assets by 
reason of the payments until the claimants covered by the payment bond are paid in full,” 


4. Surety v. Assignees/Lenders (hereinafter the "bank")!* 


squarely pit the surety's subrogation rights to the rights of the principal,!® the rights of labor and 
material claimants, '* and the rights of the obligee’®" to the remaining contract funds against the 
bank's perfected security interest under the Uniform Commercial Code in all of the accounts 
receivable of the principal. The courts have uniformly held that the surety's subrogation right to 
the remaining contract funds is not a security interest requiring perfection under the Uniform 
Commercial Code.’* As a result, the courts have held that the surety completing the contract under 
its performance bond!” and the surety paying persons supplying labor and materials to the project 
under its payment bond'™* have priority to the remaining contract funds over the claims of the bank 
l under its perfected security interest. The surety completing.the contract under its performance 


Conflicting claims to the remaining contract funds between the surety and the bank 





| 145. United States v. TAC Construction Company, Inc., 760 F. Supp. 590, 593-94 (S.D. Miss. 1991); Active 
li Fire Sprinkler Corp. v. U.S. Postal Service, 811 F.2d 747, 756 (2nd Cir. 1987); North Denver Bank v. United States, 432 
| F.2d 466 (Ct. Cl. 1970). . 
í 146. United States Fidelity & Guaranty Co. v. United States, 475 F.2d 1377, 1381, 201 Ct. Cl. 1 (1973). 
q 147, American Surety Co. v. Westinghouse Electric Mfg. Co., 296 U.S. 133, 137, 56 S. Ct. 9, 11 (1935); 
i i American Surety Co. of New York v. Sampsell, 148 F.2d 986, 987 (9th Cir. 1945). 
j „148. THE SUBROGATION DATABASE, supra note 3 at B-29 to B-33 [Outline (Matrix) Nos. 0302-0357]; Sam 
; H. Poteet, Jr. and J. Michael Franks, Entitlement to Contract Funds Among Competing Surety, Lender, Contractor and 
l the Internal Revenue Service, 9 THE CONSTR. LAW. 11 (1989). 
149. Transamerica Ins. Co. v. Barnett Bank of Marion County, N.A., 540 So.2d 113, 115 (Fla. 1989). 
150. United States Fid. & Guar. Co. v. First State Bank of Salina, 208 Kan. 73 8, 494 P.2d 1149, 1154 (1972). 
151. Pearlman v. Reliance Ins. Co., 371 U.S. 132, 137, 83 S. Ct. 232, 235 (1962); Finance Co. of America 
| v. United States Fid. & Guar. Co., 277 Md. 177, 353 A.2d 249, 252 (1976). 
A 152. In re Alcon Demolition, Inc., 204 B.R. 440 (Bankr. D.N.J. 1997); In re Comcraft, Inc., 206 B.R. 551 
' (Bankr. D. Or. 1997); Home Indem. Co. v. United States, 433 F.2d 764, 765 (Ct. C1. 1970); National Shawmut Bank of 
Boston v. New Amsterdam Cas. Go., 411 F.2d 843, 845 (1st Cir. 1969); Transamerica Ins. Co. v. Barnett Bank of Marion 
| Co, N.A., 540 So.2d 113, 117 Fla. 1989); Finance Co. of America v. United States Fid. & Guar. Co., 277 Md. 177, 353 
A.2d 249, 253 (1976); Argonaut v. C&S Bank of Tifton, 140 Ga. App. 807, 232 S.E.2d 135, 140 (1976); Jacobs v. 
He Northeastern Corp., 416 Pa. 417, 206 A.2d 49,54-55 (1965). A different rule would apply if the surety attempts to use 
j its subrogation rights to acquire priority in the principal's personal property other than the remaining contract funds 
ir (inventory, equipment, etc.) over a bank which has a perfected security interest under the Uniform Commercial Code 
I in that personal property. Aetna Cas. and Surety Co. v. J.F. Brunken & Son, Inc., 357 F. Supp. 290 (S.D. 1973); State 
| Bank & Trust Co. v. Ins. Co. of the West, 132 F.3d 206 (Sth Cir. 1997). 
H 153. Prairie State Nat. Bank v. United States, 164 U.S. 227, 17 S. Ct. 142, 147 (1896); Industrial Bank of 
Washington v. United States, 424 F.2d 932, 934 (D.C. Cir. 1970); Alaska State Bank v. General Ins. Co. of America, 579 
If P.2d 1362, 1368 (Alaska 1978). 
if 154, Henningsen v. United States Fid. & Guar. Co., 208 U.S. 404, 28 S. Ct. 389, 391 (1908); Riverview State 
Bank v. Wentz, 34 F.2d 419, 421-22 (8th Cir. 1929); Mid-Continent Cas. Co. v. First*Nat'l Bank & Trust Co. of 
i Chickasha, 531 P.2d 1370, 1376-77 (Okl. 1975); Federal Ins. Co. v. Community State Bank, 905 F.2d 112 (5th Cir. 
1990) (surety prevailed even though payment bond claimants did not perfect their mechanics’ lien rights). 
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bond has rights to the remaining contract funds superior to those of the bank even though the 
proceeds of the bank's loan to the principal were used to pay suppliers of labor and materials to 
whom the surety would otherwise have been liable.’®* A surety does not waive its subrogation 
rights to the remaining contract funds even if it perfects a security interest in the contract funds 
because assignment rights are independént from subrogation rights.’ 

A surety is subrogated to the obligee's rights and can exercise those rights to apply the 
remaining contract funds to completing the construction contract and paying suppliers of labor and 
materials.'*’ The obligee does not owe any contract funds to the principal until the obligations 
owed to’ the obligee and to the laborers and materialmen are satisfied.'** The principal's bank, who 
takes the contract funds with the same rights as the principal, is therefore subject to the surety's 
superior rights.’ Furthermore, the surety's subrogation rights relate back to the date that the bonds 
are executed to defeat the claims of the bank whose rights to the contract funds only arise through 
the principal and upon the completion of the work.’® 

The priority of the surety's subrogation rights over the remaining contract funds does not 
depend upon the type of the contract funds in the hands of the obligee.!® Therefore, the courts 
have held that the surety's subrogation rights have priority over the bank with regard to earned but 
unpaid funds, including unpaid progress payments,’” retainage held by the obligee during the 
principal's performance of the contract,'® as well as all other funds held by the obligee, whether 
they are for extras, bonuses, claims or lease payments.'!™ 

The surety's rights to progress payments which have either been paid to its principal and 
then sent to the principal's bank or paid directly to the principal's bank depend on a number of 
factors. When the progress payments are earned and paid to the bank prior to the principal's 
default,'® or if the bank receives payment from the principal without notice or knowledge that the 
principal has failed to pay suppliers of labor and material,'““the surety has been unable to recover 
from the bank the payments received from the bonded contracts, despite losses incurred by the 
surety. The bank prevails over the surety even if the check from the principal was not collected 


155. National Shawmut, 411 F.2d at 847; Union Indemnity Co. v. New Smyrna, 130 So. 453 (Sup. Ct. Fla. 
1930); State ex rel Southern Surety Co. v. Schlesinger, 114 Ohio St. 323, 151 N.E. 177 (Sup. Ct. Ohio 1926). 

156. Old Kent Bank v. City of Detroit, 444 N.W.2d 162, 165 (Mich. App. 1989). 

157. Finance Co. of America, 353 A.2d at 252. 

158. In re Modular Structures, Inc., 27 F.3d 72 (3d Cir. 1994); Centex-Simpson Constr. Co. v. Fidelity & 
Deposit Co. of Maryland, 795 F. Supp. 35, 39 (D. “Me. 1992). 

159. National Shawmut, 411 F.2d at 848. 

160. Prairie State, 164 U.S. 227, 17 S. Ct. at 147; Pembroke State Bank v. Balboa Ins. Co., 144 Ga. App. 609, 
241 S.E.2d 483, 484-85; Interfirst Bank Dallas, N.A- v. United States Fid. & Guar. Co., 774 S.W.2d 391, 397-99 (Tex. 
App. 1989); Third Nat'l Bank in Nashville v. Highlands Ins. Co., 603 S.W.2d 730, 734 (Tenn. 1980). 

161. American Fire & Cas. Co. v. First Nat'l City Bank, 411 F.2d 755, 758 (1st Cir. 1969), cert. denied, 396 
U.S. 1007, 90 S. Ct. 563 (1970); Trinity Universal Ins. Co. v. United States, 382 F.2d 317, 320 (Sth Cir. 1967). 

162. National Shawmut, 411 F.2d at 848; Alaska State Bank, 579 P.2d at 1368; First Federal State Bank v. 
Town of Malvern, 270 N.W.2d 818 (Iowa 1978); First Hutchings-Sealy Nat'l Bank of Galveston v. Aetna Cas. & Sur. 
Co., 532 S.W.2d 114 (Tex. App. 1976). 

163. Prairie State, 164.U.S. at 233, 17 S. Ct. at 145; Trinity Universal, 382 F.2d at 320-21; Centex-Simpson, 
795 F. Supp. at 39-40; Fidelity & Cas. Co. of N.Y. v. Indiana Nat'l Bank, 216 N.E.2d 857, 860 (Ind. App. 1966); Fidelity 
Nat'l Bank of Oklahoma City v. United States Cas. Co., 131 P.2d 75, 77-78 (Okl. 1942). 

164. London & Lanchshire Indem. Co. of America v. Endres, 290 F. 98 (8th Cir. 1923); In re Alliance 
Properties, Inc., 104 B.R. 306, 311-12 (Bankr. S.D. Cal. 1989); Equilease, 565 S.W.2d at 126-27. 

165. American Fire, 411 F.2d at 758; Reliance Ins. Co. v. U.S. Bank of Washington, N.A., 143 F.3d 502 (9th 
Cir. 1998). See section III.A. of this chapter. 

166. Reliance Ins. Co. v. U.S. Bank of Washington, N.A., 143 F.3d 502 (9th Cir. 1998); Bank of Arizona v. 
National Sur. Corp., 237 F.2d 90, 93-94 (9th Cir. 1956). : 
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from the drawee bank until after a declaration of default,!®” Generally, in the absence of knowledge 
or fraud on the part of the bank, progress payments paid to the bank cannot be collected by the 
surety from the bank pursuant to its subrogation rights.'® 


Banks have been held to be on notice of the surety's subrogation rights.'© Where the 
i principal is in default under the construction contract prior to the payment of the progress payment, 
and the bank is aware of the default, the surety is entitled to.obtain from the bank the progress 
payment received by the bank.'” Furthermore, where the bank received the contract funds with 
notice of the principal's default, the bank is not entitled to offset debts owed to it by the contractor 
which are unrelated to the construction contract.'”! 


5. Surety v. Trustee in Bankruptcy/Debtor in Possession (hereinafter the 
"debtor")'” 


The conflicting claims for the bonded contract funds between the surety and the debtor or 
trustee in bankruptcy has begun anew since the enactment of the United States Bankruptcy Code!” 
(hereinafter the "Code") in 1978 and the repeal of the old Bankruptcy Act. The seminal case under 
the Bankruptcy Act is Pearlman v. Reliance Insurance Company,’ "which was decided prior to the 
enactment of the Code. In finding that the surety who paid the claims of the bankrupt principal's 
laborers and materialmen has priority to, the contract funds retained by the government obligee as 
against the claims of the bankrupt principal's trustee, the Supreme Court held that: 


the [obligee] had a right to use the retained fund to pay laborers and materialmen; that the laborers 
and materialmen had aright to be paid out of the fund; that the contractor, had he completed his 
job and paid his laborers and materialmen, would have become entitled to the fund; and that the 

, surety, having paid the laborers and materialmen, is entitled to the benefit of all these rights to the 
extent necessary to reimburse ead 


Since the enactment of the Code, bankruptcy courts ,have had to address the issue of 
r whether Pearlman is still good law under the Code.'”* In Pearlman, the Supreme Court held that 

the remaining contract funds were subject to the surety's equitable lien and not property of the 
; estate under the Bankruptcy Act. Subsequently, section 541 of the Code was adopted which 
substantially expands`the definition of property of the, èstate to include all legal and equitable 


167. Fidelity & Deposit Co. of Maryland v. Scott Brothers Constr. Co., 461 F.2d 640, 643 (5th Cir. 1972). 

168. American Fidelity Co. v. National City Bank of Evansville, 266 F.2d 910, 915-17 (D.C. Cir. 1959). 

169. Standard Acc: Ins. Co..of Detroit v. Federal Nat'l Bank of Shawnee, 112 F.2d 692, 695 (10th Cir. 1940); 
F National Surety Corp. v. United States, 133 F. Supp. 381, 384-85 (Ct. Cl. 1955); Royal Indem. Co. v. United States, 93 
i F. Supp. 891, 894 (Ct. Cl. 1950). ' 

170. Insurance Co. òf North Am. v. Northampton-Nat'l Bank, 708 F.2d 13, 15 (1st Cir. 1983); Travelers 

|: Indem. Co. v. West Georgia Nat'l Bank, 387 F. Supp. 1090, 1094 (N.D. Ga. 1974). 
| 171. Federal Ins. Co. v. Fifth Third Bank, 867 F.2d 330, 334-36 (6th Cir. 1989); Pacific Indem. Co. v. Grand 
H Avenue State Bank of Dallas, 223 F.2d 513, 518-19 (Sth Cir. 1955); Centfal NationakIns. Co. v. Tri-County State Bank, 





! 823 F. Supp. 652 (D. Minn. 1993). 

| 172. THE SUBROGATION DATABASE, supra note 3 ‘at B-33 to B-35 {Outline (Matrix) Nos. 0358-0385]; George 
a J. Bachrach and Cynthia E. Rodgers-Waire, The Surety’s Rights to the Contract Funds in the Principal's Chapter 11 
Bankruptcy Case, 35 Tort & INS. L. J. 1 (1999). 
t 173. 11 U.S.C. § 101. 
| 174. 371 U.S. 132, 83 S. Ct. 232 (1962). 





176. In re Glover Constr. Co., 30 B.R. 873 (Bankr. W.D. Ky. 1983). 
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interests of the debtor.'”” With respect to the remaining contract funds, whether those contract 
funds consist of earned and unpaid progress payments,'” retainage,'” or the settlement of certain 
contract claims of the debtor,’ the surety's equitable lien on the remaining contract funds as a 
result of the surety's performance of the work and payment of claimants supplying labor and 
materials relates back to the date of the bond'*' and gives the surety priority over the debtor to the 
remaining contract funds.'® 

Bankruptcy courts have utilized a number of theories in recognizing the surety's superior 
subrogation rights to the remaining contract funds. In several cases'**. the bankruptcy court 
determined that the debtor's failure to pay subcontractors and suppliers was equivalent to the 
debtor's failure to actually perform the contract. Therefore, the obligee did not owe the remaining 
contract funds to the debtor. Since the debtor had no legal or equitable interests in the remaining 
contract funds, the contract funds did not become property of the estate under section 541 of the 
Code.'™* Other cases recognize that the broad scope of section 541 of the Code would bring the 
remaining contract funds into the estate, subject to the equitable lien rights of the surety pursuant 
to the surety's subrogation rights and section 541(d) of the Code.’® 

Where the debtor continues the, performance of the contract and looks to the progress 
payments to finance the performance of the work, the progress payments earned by the debtor have 
been found to be property of the estate.'*° However, bankruptcy courts have held that the, surety 
has an interest in the progress payments pursuant to its subrogation rights which must be 
adequately protected under the Code.'*’ As adequate,protection, bankruptcy courts have given the 
surety the ability to control the debtor's payments to assure that the progress payments are 
dedicated to pay bona fide claims against the projects for which the surety would become liable 
under its bonds.'** Furthermore, in those states that have either enacted trust fund statutes or 
recognized trust fund theories, all contract funds received by the debtor must be held in trust by 
the debtor for the benefit of the laborers and materialmen protected by the trust fund statute or trust 
fund theory, and and the surety to the extent that the surety pays the laborers and materialmen, and 


177. In re Alliance Properties, Inc., 104 B.R. 306, 312 (Bankr. S.D. Cal. 1989). 

178. In re E.R. Fegert, Inc., 88 B.R. 258, 261 (Bankr. 9th Cir. 1988); In re The Massart Co., 105 B.R. 610, 
613 (W.D. Wash. 1989). 

179. In re Glover Constr. Co., 30 B.R. 873, 882 (Bankr. W.D. Ky. 1983); In re QC Piping Installations, Inc., 
225 B.R. 553 (Bankr. E.D.N.Y. 1998). 

180. In re Alliance Properties, Inc., 104 B.R. 306, 310 (Bankr. S.D. Cal. 1989). 

181.-In re Ward Land Clearing and Drainage, Inc., 73 B.R. 313, 315 (Bankr. N.D. Fla. 1987). 

182. In re Glover Constr. Co., 30 B.R. 873, 882 (Bankr. W.D. Ky. 1983). In fact, the surety is subrogated 
to the debtor’s rights to the remaining‘contract funds in the hands of the obligee, and may obtain the remaining contract 
funds ahead of the debtor. Jn re Alcon Demolition, Inc., 204 B.R. 440 (Bankr. D.N.J. 1997); In re Four Star Const. Co., 

151 B.R. 817 (Bankr. N.D. Ohio 1993). 

183. In re Modular Structures, Inc., 27 F.3d 72 (3d Cir. 1994); In re Pacific Marine Dredging and Constr., 
79 B.R. 924, 929 (Bankr. D. Or. 1987). 

184. See also In re The Massart Company, 105 B.R. 618, 613 (W.D. Wash. 1989); In re Underground Storage 
Tank Technical Servs. Group, Inc., 212 B.R. 564 (Bankr. E.D. Mich. 1997); In re Arnold, 908 F.2d 52 (6th Cir. 1990). 

185. Jn re Glover Constr. Co., 30 B.R. 873, 881 (Bankr. W.D. Ky. 1983); In re Alliance Properties, Ine., 104 
B.R. 306, 312 (Bankr. S.D. Cal. 1989). 

186. In re Glover Constr. Co., 30 B.R. 873, 876 (Bankr. W.D. Ky. 1983). 

187. In re Glover Constr. Co., 30 B.R. 873, 882 (Bankr. W.D. Ky. 1983); Cf In re Universal Builders, Inc., 
53 B.R. 183 (Bankr. M.D. Tenn. 1985). [The authors believe that Universal Builders may have been incorrectly decided 
by the court's failure to refer to applicable Tennessee law, Third National Bank v. Highlands Ins. Co., 603 S.W.2d 730 
(Tenn. 1980)]. 

188. In re Glover Constr. Co., 30 B.R. 873, 882 (Bankr. W.D. Ky. 1983); In re RAM Constr. Co., 32 B.R. 
758, 759 (Bankr. W.D. Pa. 1983). 
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such contract funds may not be allocated or disbursed to general creditors or be used by the debtor 
in its efforts to reorganize.” 

The surety's subrogation rights relate back to the date of the bonds.’ Therefore, post- 
petition payments by the surety as a result of claims against its bonds executed pre-petition do not 
allow the debtor to intervene and claim the contract funds as a hypothetical lien creditor under 
section 544 of the Code.'*' Furthermore, the surety's payment of those claims post-petition is 
neither a violation of the automatic stay of section 362(a)(4) of the Code,” nor is it a preference 
under section 547 of the Code.” The surety has defeated the trustee's claims of preference under 
section 547 of the Code because of its equitable lien on the contract funds pursuant to its 
subrogation rights." Finally, a performance bond surety completing multiple projects for the 
same obligee at a loss is subrogated to the obligee’s common law setoff rights on those other 
projects completed at a “profit” because allowing setoff under section 553 of the Code serves as 
an incentive for sureties to complete their performance bond obligations.” 

In summary, during an ongoing chapter 11 proceeding where debtor is performing the 
work and the obligee is paying progress payments, both the debtor and the surety have an interest 
in the contract’funds. The debtor will normally be authorizéd to utilize the contract funds (progress 
payments) with the surety obtaining some fashion of adequate protection.'*° Where the work has 
been performed and the surety's payments exceed the remaining contract funds, whether they are 
progress payments, retainage or the settlement of certain contract claims, the surety maintains an 
equitable lien in the remaining contract funds pursuant to its subrogation rights to the extent of its 
losses.” 


190 


6. Surety v. Taxing Authorities Other Than the Obligee!% 


In a prior section of this chapter, we discussed the conflicting priorities and claims to the 
remaining contract funds between a surety performing under its performance bond or its payment 
bond and a government obligee attempting to setoff taxes owed to the obligee by the principal.’ 

A surety, pursuant to its subrogation rights, may also compete for the remaining contract funds 
against a government tax lien from a taxing authority who is not the obligee, and against other 
governmental agencies making statutory claims against the remaining contract funds such as state 


189. Universal Bonding Insurance Co. v. Gittens and Sprinkle Enterprises, Inc., 960 F.2d 366, 371 (3rd Cir. 
1992); In re Marrs-Winn Company, Inc.; 103 F.3d 584 (7th Cir. 1996). 

190. In re The Massart Company, 105 B.R. 610, 612 (W.D. Wash. 1989); In re Alliance Properties, Inc., 104 
B.R. 306, 311 (Bankr. S.D. Cal. 1989); In re-Pacific Marine Dredging, 79 B.R. 924, 929 (Bankr. D. Or. 1987). See 
section II.D. of this chapter. 

191. In re Pacific Marine Dredging, 79 B.R. 924, 928 (Bankr. D. Or. 1987). 

192. Section 362(a)(4) of the Code stays any act of a creditor of the debtor to create, perfect, or enforce any 
lien against property of the debtor's estate, i.e. the rémaining contract funds. 

193. In re Pacific Marine Dredging, 79 BR. 924, 928-29 (Bankr. D. Or. 1987). 

194. In re E.R. Fegert, Inc., 88 B.R. 258, 260-61 (Bankr. 9th Cir. 1988). See also Newbery Corporation v. 
Fireman's Fund Ins. Co., 106 B.R. 186 (D.Ariz. 1989). 

195. In re Larbar Corp., 177 F.3d 439 (6th Cir. 1999). 

196. In re Glover Constr. Co., 30 B.R. 873 (Bankr. W.D. Ky. 1983). 

197. In re Alliance Properties, Inc., 104 B.R. 306 (Bankr. S.D. Cal. 1989). 

198. THE SUBROGATION DATABASE, supra note 3 at B-35 to B-37 [Outline (Matrix) Nos. 0386-0411}; Matthew 
M. Horowitz, Evaluating Priority Disputes Between a Surety and the Internal Revenue Service (unpublished paper 
submitted at the ABA annual meeting on August 8, 1995). 

199. See section V.B.1 of this chapter. 
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labor departments. Whether the surety is a performance bond surety completing the contract of 
its principal” or the surety has paid the claims of laborers and materialmen under its payment 
bond,””' the surety will prevail over the tax lien rights of the taxing authority to the remaining 
contract funds because the taxing authority can only claim those contract funds to which the 
principal is entitled to receive.”” In addition, the surety's subrogation rights arise at the time that 
it gives its bond, and the rights become available to the surety when it suffers a loss.” Therefore, 
the surety's subrogation rights are superior to a government tax lien for unpaid taxes which arises 
after the date of the bond, but occurs prior to the date that the surety actually makes payment.”™ 

Various state governmental agencies, such as state labor departments, may also compete 
with the surety’s subrogation rights to the remaining contract funds, and some have found success 
depending upon the state statutes involved.”” ; 

One issue that may affect the priority between the surety and the taxing authority to the 
remaining contract funds is whether the principal is in default.? One court has held that the surety 
has priority over the taxing authority's tax liens which are filed after the principal is in default, but 
not as to any tax liens filed before the principal is in default.’ However, all that is necessary for 
the surety's subrogation rights and equitable lien to attach to the remaining contract funds is for 
the principal to be in default as a matter of fact, and that the surety has become obligated to pay 
subcontractors, laborers and materialmen under its payment bond. In that instance, formal notice 
of default need not be given to the surety before its subrogation rights accrue against the remaining 
contract funds.” 


7. Surety v. General Creditors of the Principal, Including Judgment Creditors 
(hereinafter the "general creditors")’” 


A surety may compete for the remaining contract funds on a contract bonded by the surety 
with general creditors of the principal who are not claimants under any contract bonded by the 


200. Central Surety & Ins. Corp. v. Martin Infante Co., 272 F.2d 231 (3rd Cir. 1959) (performing surety 
financed the principal), Aetna Casualty and Surety Co. v. Port of New York Authority, 182 F. Supp. 671, 673 (S.D.N.Y. 
1960) (surety had priority against retainage and unpaid portion of a bonus for early substantial completion.) 

201. Fidelity and Deposit Company of Maryland v. New York City Housing Authority, 241 F.2d 142 (2nd Cir. 
1957); Fid. and Cas. Co. of N.Y. v. Dykstra, 208 F. Supp. 717 (D. Minn. 1962); Atlantic Refining Company v. 
Continental Casualty Company, 183 F. Supp. 478 (W.D. Pa. 1960); United States Fidelity & Guaranty Co. v. Triborough 
Bridge Authority, 74 N.E.2d 226 (N.Y. 1947). 

202. Amwest Sur. Ins. Co. v. United States, 870 F. Supp. 432 (D. Conn. 1994). “But cf. Capitol Indem. Corp. 
v. United States, 41 F.3d 320 (7th Cir. 1994); In re Construction Alternatives, Inc., 2 F.3d 670 (6th Cir. 1993), See 
Matthew M. Horowitz, Evaluating Priority Disputes Between a Surety and the Internal Revenue Service (unpublished 
paper submitted at the ABA annual meeting on August 8, 1995). % 

203. United States Fidelity & Guaranty Co. v. Triborough Bridge Authority, 74 N.E.2d 226, 227 (N.Y. 1947). 

See section I.D. of this chapter. 

204. United States Fidelity & Guaranty Co. v. United States, 201 F.2d 118, 121 (10th Cir. 1952). 

205. City of New York v. Cross Bay Contracting Corp., 709 N.E.2d 459, 686 N.Y.S.2d 750 (Ct. App. 1999); 
Titan Indem. Co. v. Triborough Bridge and Tunnel Auth., 135 F.3d 831(2nd Cir. 1998). See Darryl Weissman and Scott 
D. Baron, The Surety’s Priority Battle With State Labor Departments Over Unpaid Contract Funds — Whatever 
Happened to Subrogation? (unpublished-paper submitted at the Ninth Annual Northeast Surety & Fidelity Claims 
Conference on October 22, 1998); John W. Morris, The Labor Department Versus the Subrogated Surety, Who Wins? 
(unpublished paper submitted at the 1999 National Bond Claims Association annual meeting on September 30, 1999). 

206. See section IIIA. of this chapter. 

207. International Fidelity Insurance Co. v. United States, 949 F.2d 1042 (8th Cir. 1991). 

208. Kansas City, Missouri v. Tri-City Construction Company, 666 F. Supp. 170, 172 (W.D. Mo. 1987). 

209. THE SUBROGATION DATABASE, supra note 3 at B-37 to B-40 [Outline (Matrix) Nos. 0412-0437}. 
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surety.” This situation is very similar to the surety competing for the remaining contract funds 
with a taxing authority other than the obligee which has a filed tax lien against the principal. The 
general creditor may have a judgment against the principal and may have executed or garnished 
the remaining contract funds, or it merely may be owéd a general unsecured debt from the 
principal. 

Whether the surety has performed under its performance bond or payment bond, the 
surety's subrogation rights to the remaining contract funds are superior to those of general creditors 
even where the remaining contract funds had been attached by general creditors first.?!! Where the 
surety completed the performance of the contract at a cost greater than the remaining contract 
funds, and had deposited the full amount of the payment bond with the court, the surety was 
subrogated to the rights of the government obligee to the remaining contract funds even though 
the payment bond did not fully compensate all of the payment bond claimants, who then became 
general creditors of the principal.” 

In determining the priority rights to the remaining contract funds in a dispute involving 
a bank as the assignee of the principal, a surety who issued a contract surety bond, and general 
creditors, including a general creditor that had issued a writ of garnishment after the surety bond 
was executed, the court determined that the surety's subrogation rights, which relate back to the 
date of the execution of the surety bond, took priority over the claims of the principal's general, 
unsecured creditors.””* 

Where the principal has received progress payments from the obligee and paid general 
creditors on obligations not arising from the principal's performance of the bonded contract, courts 
have generally held that the general:creditor may retain the payment received. Where the principal 
paid the general creditor prior to the principal's default on.the bonded.contract, the general creditor 
could retain the payment barring any allegation or proof by the surety that the payment was a 
fraudulent conveyance by the principal.?/* When the general creditor had no knowledge of the 
principai's-default, the surety cannot, on a theory of subrogation, recover from the general creditor 
the amount paid in satisfaction of a just debt.” 

In, those states that have enacted trust fund statutes, all contract finds received by the 
principal must be held in trust for the.benefit of the laborers and materialmen protected by the trust 
fund statute; and the surety to the extent that.the surety: pays the laborers and materialmen, and 
such contract funds may not be allocated or disbursed to general creditors of the principal.?" 
Query: Can the’ surety, regover from a general creditor contract funds received by the general 
creditor where the general creditor knew or had reason to know that the contract funds came from 
a contract subject to a statutory trust furtd? The issue has not-yet been addressed:by any court. 


210. A general creditor may also include a subcontractor claimant who has failed to file a timely claim against 
the surety's payment bond. General Acrylics v. United States Fidelity & Guaranty Company, 623 P.2d 839, 844-45 
(Ariz. App. 1981). See also section V.B.3 of this chapter. 

211. International Fidelity Ins. Co. v. Ashland Lumber Company, Inc., 463 S.E.2d.664 (Va. 1995); Segovia 
Development Corporation v. Constructora Maza, ‘Inc., 628 F.2d 724 Meigi 1280); Stehle v. United Surety Co.,.107 
Md. 470, 68 Atl. 600 (Ct. App. Md. 1908). 

212. Covenant Mut. Ins. Co. v. Able Concrete Pump,.609 F. San 27 (N.D. Cal. 1984). See also section II.B. 
of this chapter. "a eye 

213. Kimberly-Clark Corp. v. Alpha Bldg. Co., 591 Fz Supp.'198€N.D. Miss. 1984)... 

214. American Cas. Co. of Reading v. Line Materials Indus., 332 F.2d-393 (10th Cir. 1964). 

215. California Bank v. United States Fidelity & Guaranty Co., 129 F.2d,751, (9th Cir. 1942). 

216. Universal Bonding Insurance Company v. Gittens & Sprinkle Enterprises, Inc., 960 F.2d 366, 371 (3rd 
Cir. 1992). 
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C. Setoff Issues: The Surety's Subrogation Rights to the Obligee's Setoff Rights 
to Defeat the Claims of Other Claimants (Common Obligee Theory) 


As discussed previously, the surety is subrogated to all of the rights and remedies of 
the obligee as a result of its performance of the work under the performance bond and payment 
of claimants under the payment bond.” The obligee may have one or more contracts with the 
principal, whether bonded by thé stirety or not, and the principal may owe the obligee money as 
a result of other obligations (debts for taxes due and owing, debts on other contracts). Under 
théSe circumstances, the obligee may attempt to exercise its setoff tights against funds the 
‘obligee owes the principal under the coritract or contracts (funds ih which ae obligee has an 
interest) to reimburse itself for debts owed By the principal to the obligee.”"* The i issue of 
whether a performance bond surety or payment bond surety may, use its Subrogation rights to 
the setoff rights of the obligee to obtain the proceeds owed by the òbligee to the principdl on 
one contract to reimburse the surety for losses it has incurred on another contract?” is limited to 
those instances where the obligee is a mere stakeholder of the remaining contract funds and has 
no independent interest in them. 

A surety that performs its obligations under its performance bond or its payment bond”! 
is subrogated to all of the rights and remedies of the obligee. As a result, several courts have held 
that where the only claimants to certain monies held by the obligee asa stakeholder are the surety 
and the principal, the surety who has performed under its performance bond to complete the 
bonded contract of its principal, upon full satisfaction of its obligations, is subrogated to all of the 
rights and remedies that the obligee may have had against the principal had the obligee been forced 
to corriplete the bonded contract itself. Among those remedies is the common law right of the 
obligee to setoff monies owed to the principal on one contract against debts owed by-the principal 
to the obligee on another.” Courts have routinely affirmed that a surety should not be punished 
for completing a bonded contract as opposed to forcing the-obligee to complete it and make a claim 
under the surety's performance bond for any resulting loss.” Similarly, another court allowed a 
payment bond surety to exercise the obligee's setoff rights to apply contract balances from one 
contract bonded by the surety to offset losses incurred by the surety on another bonded contract 
based upon the language in the two bonded contracts.” Furthermore, the surety has the right to 
compel ari obligee to assert its petofi rights against an insolvent principal in order to reduce the 
surety's loss.” 

Not all courts have supported the surety's subrogation rights to utilize the obligee's rights 
of setoff. In one case, the court did not allow a payment borid surety to exercise the obligee's rights 


217. Pearlman v. Reliance Ins. Co., 371 U.S. 132, 83 S. Ct. 232 (1962). 

218. See section V.B.1. and the distinctions made by courts between a surety performing under its 
performance bond and paying under its payment bond. 

219. Edward G. Gallagher, Surety's Subrogation to Obligee's Right of Setoff, 18 FORUM 73 (1982). 

220. Prairie State Nat. Bank v. United States, 164 U.S. 227, 17 S. Ct. 142 (1896). 

221. Henningsen v. United States Fid. & Guar. Co., 208 U.S. 404, 28 S. Ct. 389 (1908). 

222. Transamerica Ins. Co. v. United States, 989 F.2d 1188 (Fed. Cir. 1993); In re Larbar Corp., 177 F.3d 
439 (6th Cir. 1999); District of Columbia v. Aetna Ins. Co., 462 A.2d 428 (D.C. App. 1983). , 

223. United States v. Munsey Trust Company, 332 U.S. 234, 67 S. Ct. 1599 (1947) ["A surety would rarely 
undertake to complete a job if it incurred the risk that by completing it might lose more than if it had allowed the 
government to proceed." 322 U.S. at 244.] 

224. United States Fidelity & Guaranty v. Housing Authority of Town of Berwick, 557 F.2d 482, 483-85 (5th 
Cir. 1977). 

225. Merritt Commercial Sav. & Loan, Inc. v., Guinee, 766 F.2d 850, 855 (4th Cir. 1985); In re Yale Express 
System, Inc., 362 F.2d 111 (2nd Cir. 1966). 
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of setoff because the state statute which allowed unpaid subcontractors and suppliers to sue the 
obligee (the State of Ohio) only allowed such suit for the remaining contract funds due to the 
principal on each separate contract. The court rejected the surety's rights to apply excess contract 
funds from one job to setoff the surety's loss on another job because the obligee did not have the 
right under the statute to exercise such a setoff.””° In another case, the surety sought to use its status 
as a performance bond surety on somè contracts to obtain funds due to its principal on another 
contract in which the surety had only a payment bond loss. The competing claimants to the 
remaining contract funds were the surety and the government obligee, which was not a stakeholder 
but rather had its own claims as a taxing authority against the excess contract funds. The court 
found that the surety, as a payment bond surety, was not entitled to utilize its performance bond 
surety subrogation rights to require the obligee to setoff the remaining contract funds in favor of 
the surety and ahead of the obligee's own tax claims against the principal.” 

In the bankruptcy area, a performance bond surety completing multiple projects for the 
same obligee at a loss is subrogated to the obligee’s common law setoff rights on those other 
projects completed at a “profit.””"* However, another bankruptcy court found that the payment 
bond surety could not setoff profits created under a post-petition contract, with the obligee against 
losses incurred under its payment bond on a pre-petition contract with the obligee, in part because 
the obligee had no such rights of setoff under the Bankruptcy Code.”” 

In summary, while some cases state that the surety's subrogation rights to the remaining 
contract funds are limited to the contract on which the surety's loss was incurred and do not give 
the Surety rights i in the excess contract funds from another contract, 730 other cases hold just the 
opposite.’ The decision of the United States Court of Appeals for the Federal Circuit in 
Transamerica’ has decided the issue as far as contracts with the United States government are 
concerned. 


VI. Jurisdiction of Equitable Subrogation Claims Against the Federal Government 
A. THE TUCKER ACT 


The Tucker Act gives the Court of Federal Claims jurisdiction “to render judgment upon 
any claim against the United States founded either upon the Constitution, or any Act of Congress 
or any regulation of an executive department, or upon any express or implied contract with the 
United States, or for liquidated or unliquidated. damages in cases not sounding in tort.”””° 

While the Tucker Act is merely jurisdictional, and does not create any substantive rights, 
there are a legion of cases in which the federal courts have found that the Tucker Act provides a 


226. Western Casualty and Surety Company v. Brooks, 362 F.2d 486 (4th Cir. 1966). 

227. Dependable Insurance Company, Inc. v. United States, 846 F.2d 65, 67 (Fed. Cir. 1988). 

228. In re Larbar Corp., 177 F.3d 439 (6th Cir. 1999). 

229. RAM Construction Company, Inc. v. American States Insurance Company, 749 F.2d 1049 (3rd Cir. 
1984). 

230. Transamerica Ins. Co. v. Barnett Bank of Marion Co., N.A., 540 So.2d 113, 117 (Fla. 1989); In re 
Eastern Marine, 104 B.R. 421 (Bankr. N.D. Fla. 1989). 

231. See footnotes 222, 224 and 225 of section V.C. above. 

232. Transamerica Ins. Co. v. United States, 989 F.2d 1188 (Fed. Cir. 1993). 

233. 28 U.S.C. § 1491(a)(1). 
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vehicle for the surety to assert its claims of equitable subrogation to the contract funds on federal 
government contracts.”™* a 


B. THE BLUE FOX DECISION 
In the recent decision of Dept. of Army v. Blue Fox, Inc.,”** the United States Supreme 
Court held that federal courts did not have jurisdiction over a claim by a subcontractor asserting 
an equitable lien on funds held by the Army. Federal government attorneys are now trying to 
stretch this opinion into an argument that the Tucker Act”*® does not give jurisdiction to the Court 
of Federal Claims over the surety’s claim to the federal government construction contract funds 
based upon the surety’s rights of equitable subrogation. 

In Blue Fox, a subcontractor endeavored to assert an equitable lien on federal government 
contract funds, contending that the Administrative Procedure Act?” waived immunity for equitable 
actions and that it could pursue a claim against the federal government for the contract funds. The 
Ninth Circuit, relying on several surety equitable subrogation cases, held that the federal courts 
had jurisdiction over a subcontractor’s claims of an equitable lien on the contract funds held by 
the federal government. The Ninth Circuit cited Prairie State Bank v. United States,” Henningsen 
v. United States Fidelity & Guaranty Co.,”° and Pearlman v. Reliance Ins. Co.” In reversing the 
Ninth Circuit, the Supreme Court held that there was no jurisdiction for the subcontractor’s claims 
against the Department of Army. 

Even though Blue Fox did not involve a surety and did not involve consideration of the 
Tucker Act’s grant of jurisdiction for a surety’s claim of equitable subrogation, federal government 
attorneys are now arguing that it stands for the proposition that federal government agencies have 
sovereign immunity from the surety’s claim of equitable subrogation. They base this contention 
on the fact that the last paragraph of the Blue Fox decision states that none of the trilogy of older 
Supreme Court cases just cited involved a question of sovereign immunity. 

In spite of the fact that Blue Fox was limited to the issue of whether district courts have 
jurisdiction over a subcontractor’s claims for an equitable lien on contract funds held by the federal 
government, the question has arisen as to whether this somehow upsets the long standing 
recognition of jurisdiction in the Court of Federal Claims for actions brought by a surety seeking 
to enforce its right of equitable subrogation. In fact, there are many grounds upon which 
jurisdiction over the surety’s right of equitable subrogation exists. 


C. TUCKER ACT JURISDICTION OVER THE SURETY’S CLAIM OF EQUITABLE SUBROGATION 


234. Balboa Ins. Co. v. United States, 775 F.2d 1158 (Fed. Cir. 1985); Transamerica Ins. Co. v, United States, 
31 Fed. Cl. 532 (1994); Transamerica Ins. Co. v. United States, 31 Fed. Cl. 602 (1994); George J. Bachrach and Robert 
F. Carney, The Surety and the United States Court of Federal Claims — Revisited (unpublished paper submitted at the 
Tenth Annual Northeast Surety and Fidelity Claims Conference on October 21, 1999) updating George J. Bachrach and 
Robert F. Carney, The Surety and the United States Court of Federal Claims (unpublished paper submitted at the 1995 
Surety Claims Institute annual meeting on June 22, 1995). 

235. 525 U.S. 255, 119 S. Ct. 687, 142 L.Ed.2d 718 (1999) 

236. 5 U.S.C. § 710 N 

237. 5 U.S.C. § 710 ~ 

238. 164 U.S. 227, 32 Ct. Cl. 614, 17 S. Ct. 142, 41 L. Ed. 412 (1896). 

239. 208 U.S. 404, 28 S. Ct. 389, 52 L. Ed. 547 (1908). 

240. 371 U.S. 132, 83 S.Ct. 232, 9 L.Ed.2d 190 (1962). 
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It is beyond the scope of this chapter to go into depth to describe the basis for the Court 
of Federal Claims’ jurisdiction over cases involving the surety’s right of equitable subrogation. 
The beginning point is obviously the long recognition of Tucker Act jurisdiction over these 
claims.” These cases and the ones they cite have held for a great many years that the United 
States can be sued by sureties on the theory of equitable subrogation. . 

The Tucker Act expressly grants jurisdiction over cases “upon any express or implied 
contract with the United States...””** There are severa} ways in which the surety is in contractual 
privity with the United States. The general contractor obviously is in privity with the United States 
and has the right to sue in the Court of Federal Claims on its contract. The surety fulfilling its 
obligations on its bonds is subrogated to the contractor’s rights, and this of course includes being 
subrogated to the principal’s rights on its contract with the government, putting the surety in 
privity with the government. As previously quoted ; from the Supreme Court’s decision in Pealman 
v. Reliance Ins. Co., the surety who performs is subrogated to all the rights available to enforce its 
rights of subrogation.” 

Second, the surety has provided the federal government with its payment and performance 
bonds, and these bonds place it in privity of contract with the United Sates. The mere fact that the 
United States has not executed the bonds does not méan it is not in privity with the surety. The 
law recognizes a host of contractual relationships in which only one party signs the contract. Chief 
among these are promissory notes and deeds, signed by makers and grantors, respectively, and by 
no one else. One can hardly fathom an argument even being made that the payee on a promissory 
note or the guarantee of a deed is not in contractual privity with the maker or grantor. 

Furthermore, there are many cases recognizing that suretyship is a three-party agreement, 
one by which the sues becomes liable for thé principal’ § débt to the’ obligee, Who 1 is the third 
party to the agreement.” There are quite a number of cases and several treatises acknowledging 
that suretyship is a tri-parte relationship.” 

Indeed, it has, been recognized that as a result of this three party agreement, the surety is _ 
as much a party to a federal government contract as the contractor.””° In addition, the Supreme 
Court has taken the view that terms of the contract are read into the bond,””’ thus again putting the 
surety in privity with the government.” 

The Federal Court of Claims has jurisdiction.under the Tucker Act over claims of third- 
party beneficiaries.” When the government entered into the general contract withthe contractor, 
it obviously intended to pay the contract proceeds as consideration for completion of the 
construction project. The surety who fulfills’obligations under its bonds is a beneficiary to the 
promise to pay the contract price. When the surety’s role is analyzed under the rules set out in the 


241. See, for example, those cases and articles cited supra note 234, such as Balboa Ins. Co. v. United States, 
775 F.2d 1158 (Fed. Cir. 1985). 

242. 28 U.S.C. § 1491. ‘ 

243. 28 U.S.C. § 1491. ` ' 

244. Balboa Ins. Co. v. United States, 775 F.2d 1158, +160 (Fed. Cir: 1985) (citing United States v. United 
States Fidelity & Guaranty Co., 236 U.S. 512,35 S.Ct. 289, 59 L. Ed? 696 (1915)). 

245. Hanover Ins. Co. v. United States, 279 F. Supp. 851° (S.D. N. Y. 1967) (citing Steames, LAw oF 
SURETYSHP, (4th Ed. 1934), Sec. 5.). 

246. Federal Ins. Co. v. United States, 29 Fed Cl. 302 (1993). 

247. Martin v. Nat'l. Surety Co., 300 U.S. 588, 57 S.Ct. 531 (1937). ae n 

248. There are, however, cases which, without any real analysis, suggest that at least fór purposes of the 
Contract Disputes Act, 41 U.S.C. § 601 et seq., there is no privity between the surety and the government. Westech Corp. 
v. United States, 20 Cl. Ct. 475 (1990); Universal Surety Co. v. United States, 10 Cl. Ct. 794 (1986). 

249. Chin v. U. S., 890 F.2d 1143 (Fed. Cir. 1989). 
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Restatement (Second) of Contracts” one sees that the surety is a third-party beneficiary to the 


general contract. In the context of Miller Act bonds, the promise of the government to pay money 
certainly is intended to benefit the surety in the event of a default and the surety’s performance of 
its duties — those duties which were the principal’s responsibility under the general contract. 

Finally, it should be noted that the Tucker Act includes a grant of jurisdiction for claims 
arising under a federal statute. The surety’s bond to the United States is of course provided under 
the Miller Act. *’ Although the Miller Act does not expressly set out a cause of action by the 
United States on a performance bond in the detail that it does for actions on a payment bond, it 
clearly puts in place relationships which impose duties and rights between the parties. When the 
Miller Act mandates a performance bond for the protection of the United States,” obviously the 
United States has a Miller Act cause of action in the event of a breach. The federal government’s 
relation with the surety arises-out of the Miller Act, and the inception of any claim by the federal 
government against the performance bond is under the Miller Act. The Miller Act creates the 
relationship, and claims both by and against the federal government are rightly stated to be under 
the Miller Act. The Miller Act, which creates the relationship in the first Place, is the beginning 
point of the surety’s right of equitable subrogation. 

In the final analysis, Blue Fox does not say what some federal government attorneys hope 
it does. It does not hold that the federal courts have no jurisdiction over the surety’s claim of 
equitable subrogation. As this chapter is going to publication, the jurisdictional issue is being 
presented to the Federal Circuit Court of Appeals, and, hopefully, this question will be answered 
with a sharp and succinct “yes,” the Tucker Act does indeed provide a jurisdictional basis in the 
Court of Federal Claims for the surety’s claim of equitable subrogation to the contract funds on 
federal government contracts. 


ta" oF: 


250. Restatement (Second) of Contracts, § 302. 
251. 40 U.S.C. § 270a. 
252. 40 U.S.C. § 270a(a). 
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Throughout this Policy the words “you” and “your” refer to the 
Insured shown in the Declarations and any other person or or- 
ganization qualifying as an Insured under this Policy. The 
words “we”, “us”, and “our” refer to the company providing this 
insurance. ‘ = 7 


In consideration of the payment of premium, in reliance upon 
the statements in the Declarations, Application and Qualifica- 
tion Procedures made a part hereof, and subject to all terms of 
this Policy, we agree with you as follows: 


I. INSURING AGREEMENT 


We will indemnify you for Loss that exceeds the amount 
stated in item 5. of the Declarations after application of the 
deductible stated in item 6. of the Declarations and after ap- 
plication of your Co-Payment Percentage designated in 
item 7. of the Declarations, directly caused by the Default 
of Performance of the Subcontractor/Supplier under the 
terms of the Subcontract or Purchase Order Agreement 
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IL DEFINITIONS 


A. Balance of the Subcontractor/Supplier Price means 
the total amount payable by you to the Subcontractor/ 
Supplier under the terms of the Subcontract or Pur- 
chase Order Agreement and the amount the Sub- 
contractor/Supplier would be entitled to after Default 
of Performance for additional work, less the amount 
actually paid by you to the Subcontractor/Supplier. 


B. Co-Payment Percentage is the portion of Qualifying 
Loss, after application of the deductible, which is your 
responsibility and for which we will not indemnify you. 


C. Default of Performance means failure of the Sub- 
contractor/Supplier to fulfill the terms of the Subcon- 
tract or Purchase Order Agreement. 


D. Indirect Costs meanscosts and ékpénses-paid by your as 
a result of a Default of Performance of a 
Subcontractor/Supplier. and are not specifically in- 
cluded in Definition G, Loss, item 1. through 4. Indi- 
rect Costs and expenses include, but are not limited to, 
those paid by you because of liquidated damages, job 
acceleration, and extended overhead. 


E. Insolvency/Insolvent means that any of the following 
stéps, or equivalent steps, have been taken by or against 
a Subcontractor/Supplier by or in a court having ju- 
risdiction over, the Subcontractor/Supplier’s affairs or 
pursuant to a statute applicable to the 
Subcontractor/Supplier and its creditors: 
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1. Bankruptcy or insolvency is adjudicated against 
the Subcontractor/Supplier. 


2. Voluntary or involuntary proceedings are initiated 
under Chapter 7 or Chapter 11 of the. Federal 
Bankruptcy Code of the United States or any simi- 
lar statute in another country. 


3. A voluntary resolution is accepted by the Subcon- 
tractor/Supplier or a Court order is issued for the 
winding-up or liquidation of the Subcontractor/ 
Supplier's affairs. 


Insured means the person(s) or entity(ies) named or 
designated in item 1. of the Declarations or designated 
as an Insured by endorsement to this Policy. 


G. Loss means the cost and expenses paid by you as a re- 


sult of a Default of Performance of a 
Subcontractor/Supplier under the terms of a Subcon- 
tract or Purchase Order Agreement and includes: 


l. Cost of completing Subcontractor/Supplier's ob- 
ligations under the Subcontract or Purchase Or- 
der Agreement. 


2. Cost of correcting defective or nonconforming 
work or materials. 


3. Legal and other professional expenses incurred-by 
you resulting directly from the Subcontractor/ 
Supplier Default of Performance. 


4. Costs, charges, and expenses incurred in the inves- 
tigation, adjustment, and defense of disputes of 
such Qualifying Loss. 


t 


5. indirect Costs. 


Less the Balance of the Subcontractor/Supplier 
Price. 


H. Policy Period means the period of time set forth in 


L. 


J. 


item 2. of the Declarations or any shorter period of time 
arising as a result of termination or cancellation of this 
Policy. 


Qualification Procedures means the written criteria to 

„which you adhere to assure that. the Subcontractor/ 
Supplier will be able to carry out the terms of the Sub- 
contract or Purchase Order Agreement. 


Qualifying Loss means the total. amount of the Losses 
that exceed the amount stated in item 5. of the Declara- 
tions which are incurred and paid by you.solely and di- 
rectly as a result of a Default of Performance, subject 
to any applicable limits arid sublimits. 





K. Subcontract or Purchase Order Agreement means 
the signed, written agreement, order form, invoice, or 
other written document, customarily utilized by you, to 
‘evidence the agreement between you and your Subcon- 
‘traétor/Suppliers,-as such may be amended from time 
to time. 


L. Subcontractor/Supplier means: 


1. A duly. organized and legally existing entity which 
has entered into a Subcontract or Purchase Or- 
der Agreement with you, except for any subsidi- 
ary, subsidiary of a-subsidiary whether direct or 
indirect, affiliated company or: partnership, joint 
venture or corporation of any Insured or others not 
named herein, now existing or hereafter formed or 
acquired, and whether partially or wholly owned or 
controlled, which shall be excluded from coverage. 


2. The receiver, trustee, liquidator, administrator, or 
similar representative of any Subcontractor/Sup- 
plier as described in 1., or its creditors, or the 
Subcontractor/Supplier as described in l. as 
debtor in possession under Chapter 11 of the Fed- 
eral Bankruptcy Code or any similar statute in an- 
other country. 


3. Any successor to such duly organized and legally 
existing corporation, proprietorship, receiver, trus- 
tee, liquidator, administrator, or similar representa- 
tive referred to in 1. and 2. 


4. Any corporation and other entity controlling, con- 
trolled by, or under common control of such duly 
organized and legally existing corporation, proprie- 
torship, receiver, trustee, liquidator, administrator, 
or similar representative referred to in L, 2., and 3. 


HL EXCLUSIONS 


This insurance does not apply to Qualifying Loss: 


A. Arising from any Subcontractor/Supplier that is in 
Default of Performance by you on the first day of the 
Policy Period, unless this is a renewal of a Policy pre- 
viously issued by us, in which case you must disclose 
such Default of Performance at the time the renewal 
Application is completed. Such disclosure will extend 
this insurance to the Subcontractor/Supplier, unless 
the Subcontractor/Supplier is specifically excluded by 
endorsement to this Policy. Failure to make such dis- 
closure will exclude~ insurance. for the 
Subcontractor/Supplier under this renewal Policy. 


B. Arising from any Subcontractor/Supplier about which 
you provided us inaccurate information and which we 
would ‘not have agreed to provide insurance coverage if 
such information had been accurate. 


This paragraph does not apply if the inaccurate infor- 
mation was.based on the representation or statements of 
third parties and were true to the best of your knowl- 
edge, after a reasonable investigation. 


Iv. 


C. Arising from any Subcontract or Purchase Order 
Agreement that are purchased or otherwise acquired by 
you from any other person or entity, or sold or other- 
wise transferred by you to any other person or entity. 
However, this exclusion shall not apply to any 
Subcontractor/Supplier which you are required by the 
Owner to ue at inception pursuant the contract be- 
tween the Project owner and the Insured. 


D. Arising from any dishonest or fraudulent act or any dis- 
honest or fraudulent omission committed by you or 
your agents. 


E. Arising from any material breach of or inaccuracy re- 
garding any Warranty or Covenants made herein or 
failure to perform or to fulfill any warranty, covenant, 
or agreement made by you. 


F. Arising from nuclear reaction or nuclear radiation or ra- 
dioactive contamination. 


G. Arising from any consequence, whether direct or indi- 
rect, of war, invasion, act of foreign enemy, hostilities 
(whether war be declared or not), civil war, rebellion, 
revolution, insurrection or military or usurped power, 
riot, or civil commotion. 


H. Arising out of the rendering of or the failure‘to render 
professional services by an Insured, including (a) the 
preparation or approval of maps, drawings, opinions, 
reports, surveys, designs, or specifications and (b) su- 
pervisory inspection or engineering services, 


TERRITORY 


This insurance only applies to claims made or brought in the 
United States, its territories or possessions, Canada, or 
Puerto Rico. 


DEDUCTIBLE AND 
PERCENTAGE 


INSURED CO-PAYMENT 


The deductible is the amount of each Qualifying Loss 
which is to be borne by you with respect to each and every 
Qualifying Loss to which this Policy applies. The amount 
of the deductible is stated in item 6. of the Declarations. 


‘Your Co-Payment Percentage applies to each Qualifying 


Loss after application of the deductible, if applicable, as 
stated in item 7. of the Declarations. 


Your total liability for all deductible and co-payment 
amounts for Qualifying Loss to which this insurance ap- 
plies shall not exceed the deductible aggregate amount 
shown in item 6. of the Declarations. 


© Your rights and duties in the event of a Default of Per- 


formance apply irrespective of the application of the de- 


_ ductible amount and your Co-Payment Percentage. 


VI. LIMITS OF LIABILITY 


A. -The limits of insurance shown in the Declarations and 
- the-rules below determine the most we will pay regard- 
less of the number of: 
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1. Insureds, subcontractors, suppliers; 
Claims or suits brought; or - 


3. Persons or organizations making claims or bring- 
ing suits. F 2 


B. Our total liability for all Qualifying Losses in excess of 
the deductible and co-payment amounts from all De- 
faults of Performance shall not exceed the limit of li- 
ability shown in the Declarations item 3., Annual 
Aggregate Limit of Liability. 


Once the Aggregate Limit of Liability in any Policy 
Period has been completely eroded, we shall have no 
further obligation to indemnify you for Qualifying 
Losses. 


C. Subject to B. above, the Limit of Liability shown in 
Declarations item 3., Subcontractor/Supplier Limit of 
Liability, is the most we will pay for Qualifying Losses 
in excess of the deductible and co-pay amounts from 
Default of Performance arising out of any one 
Subcontractor/Supplier. 


D. Subject to B. and C. above, the Limit of Liability 
shown in the Declarations item 4., Annual Indirect 
Costs Sublimit is the most we will pay for Qualifying 
Losses in excess of the deductible and co-pay amounts 
for Indirect Costs arising out of the Default of Per- 
formance of any one Subcontractor/Supplier, 


VII. PROOF OF PAYMENT OF CLAIMS AND 


RECOVERIES 


You must submit to us a satisfactory written proof of loss 
which documents the Loss as a Qualifying Loss and quanti- 
fies the amount of the Loss. 


Our indemnification of your Qualifying Loss shall be cal- 
culated as follows, subject to the provisions of this Policy: 


1. Calculate the amount of the Qualifying Loss. 


2: Subtract the deductible from the lesser of either the 
Qualifying Loss or the applicable 
Subcontractor/Supplier Limit of Liability. 


3. Multiply the lesser of either the amount determined in 
2. above or the amount shown in Declarations item 7. 
bv the Co-Payment Percentage. ` 


+. Subtract the amount determined in 3. above from the 
“amount determined in 2. above. 


The payment for a Qualifying Loss will be made within 
thirty (30) days after we accept a satisfactory proof of loss. 


You are responsible for proving a Qualifying Loss under 
this Policy and. evidencing compliance with all conditions, 
warranties, and covenants. You may submit interim proofs 
of Loss for Losses that occur over a period of time greater 
than thirty (30) days. j 


If an amount would constitute a Qualifying Loss except 
that the amount of the Qualifying Loss or the Default of 
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Performance of Subcontractor/Supplier has not been fi- 
‘nally determined, we will pay you the Advanced Percent- 
age, as stated in item 8. of the Declarations, of the Loss 
payment which would have been payable as calculated 
above, after we accept a satisfactory proof of loss. You must 
immediately return the advance payment to us if it is finally 
determined that the Loss is not a Qualifying Loss. 


In the event you and we cannot agree that a claim is a 
Qualifying Loss or cannot agree on the amount of loss you 
have incurred and paid, arbitration proceedings will com- 
mence in accordance with Section IX, Paragraph M. 


You must cooperate with us in the investigation, settlement, 
or defense of any claim or suit; and you must assist us, upon 
request, in the enforcement of any right against any person 
or organization which may be liable to you because of loss 
to which this insurance applies. 


After payment of the Qualifying Loss, any such funds or 
salvage will be paid to us and shared between you and us as 
follows: 


1. First, we will be fully reimbursed for our costs of 
recovery, and the insured percentage of all sums 
recovered. Then you shail receive the remaining 
percentage of such sums until the amount of our 
payment of the Qualifying Loss and our cost of re- 
covery have been fully reimbursed. 


2. All further sums recovered shall be retained by 
you. 


The application of amounts recovered as described above 
apply regardless of any designation of amounts by the 
Subcontractor/Supplier or any other party. 


VILL WARRANTY AND COVENANTS 


You warrant and agree: 


A. To cease awarding contracts to any Subcontractor/ 
Supplier that is in Default of Performance and for so 
long as the Subcontractor/Supplier is in Default of 
Performance, unless the aggregate sum of such de- 
faulted obligations that have not been disputed by the 
.Subcontractor/Supplier in writing does not exceed the 
amount stated in item ‘5. of the Declarations, or unless 
we otherwise consent. 


B. That in the event of the Insolvency of the Subcon- 
tractor/Supplier, you shall immediately take all steps 
necessary to establish the debt owed by the Subcon- 
tractor/Supplier to you as a valid obligation of the 
Subcontractor/Supplier in accordance with any appli- 
cable statutes and procedures. 


C. To use all reasonable measures to prevent and to mini- 
mize the Loss at-all times including filing any claims 
and enforcing any liens or security interests against a 
Subcontractor/Supplier or its property. 


D. To retain without recourse to any party the amount of 
the deductible and co-payment amounts. 





X. CONDITIONS 


; 


bas ah 


A. 


INSPECTION AND AUDIT 


We shall be permitted but not obligated tó inspect, sam- 
ple, and monitor on a continuous basis an Insured’s 
property or operations at any time. We shall be permit- 
ted to examine or require to be produced copies of any 
corporate records or books, internal documents and cor- 
respondence, letters, or other documentation or records, 
in whatever form and wherever situated in your posses- 
sion or control relating to or connected with this Policy 
or to any transaction between you and a 
Subcontractor/Supplier. At our request, you must take 
any and all reasonable steps to obtain such information 
in the possession of others relating to or connected with 
this Policy or any Qualifying Loss. 


CANCELLATION 
You are not permitted to cancel this Policy. 


We are not permitted to cancel this Policy, except for 
nonpayment of premium, upon a Change in the Com- 
position of the Insured, as provided in Section IX, 
Paragraph C, or upon repeated violations in the applica- 
tion of your Qualification Procedures. In the event 
of such cancellation, we must mail to you at the address 
shown in this Policy written notice stating not less than 
ten (10) days thereafter such cancellation shall be effec- 
tive. The mailing of notice shall be sufficient proof of 
notice. If the Policy is canceled, a pro-rata retum of 
premium shall be made. 


The effective date of cancellation stated in the notice 
shall become the end of the Policy Period. Delivery or 
facsimile of such written notice shall be equivalent to 
mailing. 


CHANGE 
INSURED 


IN THE COMPOSITION OF THE 


You must notify us in writing if, during the Policy Pe- 
riod, you consolidate, merge with, or sell all or sub- 
stantially all of your assets to any other person or 
entity, or if another person or entity should acquire 
beneficial ownership of shares having a majority of the 
ordinary voting power in the election of directors. Upon 
receipt of such notice, we may cancel this Policy effec- 
tive with the date of such change in the composition or 
contro! of the Insured. 


CHOICE OF LAW 


In the event that you and we dispute the meaning, inter- 
pretation, or operation of any term, condition, defini- 
tion, or provision of this Policy resulting in litigation, 
arbitration, or other form of dispute resolution, the law 
of the state of New York shall apply and all litigation, 
arbitration, or other form of dispute resolution shall 
take place in New York. 


E. 


ASSIGNMENT 


Assignment of interest under this Policy shall not bind 
us unless our Consent is endorsed to the Policy. 


OTHER INSURANCE 


This insurance shall be excess over any other valid 
bond, insurance, or other indemnity available to you by 
the Subcontractor/Supplier. You must inform us of 
any bond, insurance, or other indemnity in place at the 
inception of the Policy, or as they may arise during the 
Policy Period. 


Where this insurance is excess, we will pay only our 
share Of the amount of Loss, if any, that exceeds the to- 
tal amount that all such other insurance would pay for 
the Loss in the absence of this insurance. 


ACTION AGAINST US 


No claim, action or arbitration proceedings arising out 
of this Policy may be brought against us unless you 
have complied with all terms of the Policy and such ac- 
tion is commenced (a) within seven (7) years following 
the last day of completion of any Subcontract or Pur- 
chase Order Agreement entered into during the Policy 
Period, or (b) within six (6) months after our first dis- 
position of a specific claim which is the cause of the ac- 
tion or proceeding, whichever event occurs later. 


FALSE OR FRAUDULENT STATEMENTS, RE- 
PORT OR CLAIMS, CONCEALMENT 


If you make any statement, report, or claim known to 
be false or fraudulent, or if you knowingly conceal any 
material fact, this Policy shall become void and all 
claims made and premium paid hereunder shall be for- 
feited, and all payment made by us shall be retumed 
with interest by you upon demand. 


REPORTING 


You shall give written notice to us within ten (10) days 
after you are aware that any Subcontractor/Supplier 
may be in Default of Performance or is Insolvent. 


You shall give written notice to us within ten (10) days 
after you determine that a Loss has reasonable potential 
to develop into an amount greater than that stated in 
item 5. of the Declarations. 


CHANGES 


Notice to any agent or by any other persons shall not 
effect a waiver or a change in any part of the Policy or 
stop us from asserting any right under the terms of this 
Policy; nor shall the terms of this Policy be waived or 
changed, except by endorsement issued to form a part 
of the Policy. 
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K. SOLE AGENT 


The Insured named in item 1. of the Declarations shall 
act on behalf of all Insureds for all purposes, including 
but not limited to the payment or return of premium, re- 
ceipt, and acceptance of any endorsement issued to 
form a part of this Policy, complying with all applicable 
notice provisions, giving and receiving notice of, can- 
cellation or nonrenewal. 


DECLARATIONS 


By acceptance of this Policy, you agree that the state- 
ments in the Declarations and Application are your 
agreements and representations, that this Policy is is- 
sued in reliance upon, the truth of such representations, 
and that this Policy embodies all agreements existing 
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between you and us or any of your agents relating to 
this insurance. 

Furthermore, you warrant and represent that you have 
no knowledge at Policy inception of any circumstances 
that may reasonably result in a Qualified Loss, except 
for that which is ‘specifically disclosed in the 
Application. 

ARBITRATION 

In the event you and we agree to resolve a dispute by 
arbitration, any such arbitration shall be in accordance 


with the Commercial! Arbitration Rule of the American 
Arbitration Association. 


